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Edward G. Harshfield

Mr. Harshfield is Chairman

of the Board. Until its sale in
2002, he was Chairman of
the Board and Chief Executive
Officer of MFN Financial
Corporation, a nationwide

non-prime automobile finance
company. From 1993 through
2002, he was President and
Chief Executive Officer and later
Vice Chairman and Director of
Cal Fed Bancorp. Mr. Harshfield
currently serves as Director and
Chairman of the Compensation
Committee for Venture
Technologies, Inc., an on-line
insurance brokerage compary,
and as a Director of Korea First
Bank (Seoul} and member of
the Risk Management and Audit
Committees. Mr. Harshfield has
held senior management posi-
tions in a variety of public and
private companies for most of
his forty-year career. He holds

a certificate from the Advanced
Management Program from
Harvard Business School and
received his undergraduate
degrees from Southeastern
University in Washington, D.C.

Richard A. Kraemer

Mr. Kraemer is Vice Chairman
of the Board. Since 2002, Mr.
Kraemer has been a frustee of
the American Financial Realty
Trust. From 1996 to 1999, he
was Vice Chairman of Republic
New York Corporation, a publicly
traded bank holding company.
From 1993 to 1996, he was
Chairman and Chief Executive
Officer of Brooklyn Bancorp, the
publicly traded holding company
for Crossland Federal Savings
Bank. Mr. Kraemer has held
senior management positions

for most of his thirty-year career.
He received his undergraduate
degree in real estate from

Pace University.

David D. Wesselink
Mr. Wesselink has been
Chairman and Chief Executive

Officer of Metris Companies
since December 2002, He
joined Metris as Chief Financial
Officer in 1998 and was named
Vice Chairman in 2000. From
1993 to 1998, he was the
Chief Financial Officer of
Advanta Corporation. Prior to
Advanta, he spent more than
20 years at Household
International and was named
HFC's Chief Financial Officer
in 1982 and Senior Vice
President in 1986. Since 1992,
Mr. Wesselink has also served
as a director of CFC International,
a specialty chemical company
whose stock is traded on the
Nasdag National Market. He
is also a board member of the
American Financial Services
Association (AFSA}, Central
College, and the National
Institute of Consumer Credit at
Marquette University. He holds
a bachelor’s degree from
Central College in Pella, lowa,
and an M.B.A. from Michigan
State University.

Thomas J. Wageman

Mr. Wageman has been™ °
Mancging General Partner of
TLT, ttd. a financial services
consulting business, since 1994.
Since 1996 TLT, Ltd. has been
the Trustee of the LMUSA
Creditors Trust. From 1992 to
1994, Mr. Wageman was
Chairman of the Board and &,
CEO of Sunbelt National
Mortgage Company, remaining
as a consultant to'the Compcmly
until 1996, following its sale

to First Tennessee National
Corporation. He has held senior
management and Board positions
in a variety of public and private
companies for most of his forty-
year career. Mr. Wageman also
serves on the board of directors
of Nomas Corp., First Horizon.
Asset Securitization, Inc., and |
Heritage Bancorp Inc. Mr.
Wageman received his bochelér’s
degree from the University of :
Notre Dame and his M.B.A. !
from the University of Chicago
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In July 2002, Congress passed the Sarbanes-Oxley Act of 2002, to
help boost investor confidence that had fallen due to the corporate

scandals facing several publicly held corporations. Upon becoming a
public company in 2002, Saxon adopted a strong stance to ensure
that our investors would have confidence in our financial statements
and corporate governance practices. In anficipation of new SEC reg-
ulations and pending changes in stock exchange listing requirements
emanating from the legislation, the Company further strengthened its
corporate governance measures. Saxon complies with and intends to
be in compliance with all relevant best practices, rules and regulations
of the SEC and NASDAQ under the Sarbanes-Oxley Act, including,
but not limited to:

* The Company’s Audit Committee and Compensation Committee
have and continue to be comprised entirely of independent directors.
The Audit Committee includes at least one “Audit Commitiee
financial expert” as defined by SEC regulations.

* The Company's Audit Committee meets prior to each regular Board
of Directors meeting and as otherwise needed. In addition, the Audit
Committee meets at least quarterly with the Independent Auditors
without the Company’s management in attendance.

* Commencing in 2002, the Company’s periodic filings pursuant
to the Securities Exchange Act are certified by the Chief Executive
Officer and the Principal Financial Officer.

* The Company has implemented significant additional disclosure
procedures and controls, and it fully expects that its procedures
and confrols will meet or exceed all tests and certification
requirements under the new rules and regulations.

* The Company complies with and will adopt any necessary proce-
dures to comply with all new rules and regulations concerning related
party transactions and loans to directors and executive officers.

* The Company has updated its Code of Conduct in accordance
with the new requirements, has communicated these updates to
its directors, officers, and employees, and posted the Code of
Conduct on the Company’s web site.

® The Company’s quarterly and annual SEC filings are available
at www.saxoncapitalinc.com.
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Saxon is a residential mortgage lender
and servicer that originates, purchases,
securitizes and services non-conforming
morigage loans. Saxon is headquartered in
Glen Allen, Virginia and has additional
primary facilities in Fort Worth, Texas and

Foothill Ranch, Cdlifornia.

Saxon’s production subsidiaries, Saxon
Mortgage, Inc., and America’s Moneyline,
Inc. originate and purchase loans through
wholesale, correspondent and retail busi-
ness channels. Saxon currently originates
and purchases loans in 49 states, through
its network of approximately 4,000 brokers,
400 correspondents, and 20 refail branches.
As of December 31, 2002, Saxon’s servic-
ing subsidiary, Saxon Mortgage Services,

Inc., serviced o mortgage loan portfolio
of $7.6 billion.

This report should be read in conjunction with the Annual
Report on Form 10K that we filed with the Securities and
Exchange Commissior.. It includes our complete financial
statements and other important information.

SAXON CAPITAL, INC. 2002 ANNUAL REPORT

vee o TR T ]

Corcansed Conselicatad
B | @ i
E)@U : SNSE

(@)
©

o

@
8
©
@
)
@
(@)
©)
@

HOMMARD LOCKING SUATEMENTS

1933 ane e Secumes laeronge 4

Forgsandhiont ot e oy g
oy

Soryong bt e e 1o

»

DT
R




FINANCIAL HIGHLIGETS
Saxon Saxon SCl Services, Inc.!
Capital, Inc.” Capital, Inc."®
December 31, July 6, December 31,
(S in thousands) 2002 2001 2001 2000 1999 1998
Balance Sheet Data: | i
Mortgage loan portfoli | § 961,479 | S1TBATT S 675068 S 107560 S 122480 S 140,348
Loan loss reserve ’ GONITEN 20,996 1172 3,407 1,035 2,639
Total assets : & 168,162 1,899,349 927,283 572,408 640,432 600,321
Warehouse financing e 283,370 631,036 88,225 110,465 137.123
Securitization financing NS5 177G 1,326,660 - _ _ _
Stockholders' equity ‘ S 26,346 ! S 251,998 S 258,285 § 343,537 S 345657 S 288927
} SCI Services, Inc."
| | July 6-Dec 31 Jan 1-July 5

{S in thousands) \ 2002 2001 2001 2000 1999 1998
Operating Data: | 1‘ _
Net interest income S8 1S S 26870 S 3807 S 9569 S 446 S 16977
Provision for mortgage loan losses | 25,957 l (11,861) (8,423) (6,403) {9,107) (4,363)
Net interest income after provision : -i

for mortgage loan losses o8es 15,010 (4,616) 3,166 15,369 12,614
Gain on sale of morigage assets ‘ o5 Co= 32,892 79,234 98,369 76,277
Impairment of certoin assets” | = ‘ - 52,264 108,445 8,308 28,596
Net income (loss) S  wErw S (6,287) S {29,507) S {48520) S %648 S 12018
Basic earnings per share® \ 0X070 (0.22) (1.05) (1.73) 1.31 0.43
Diluted earnings per share® i 008 | (0.22) (1.05) (1.73) 1.31 0.43
Shares outstanding® 2 8Y28588l i 28,050,100 28,050,100 28,050,100 28,050,100 28,050,100
Other Data: | ‘
Total mortgage loan production” } § 246078 i S 1,112,661 S 1,220,575 $2088,503  $2234512 S 2137958
Wholesale production® f [ROSU73! 501,780 463,607 712,746 1,011,652 801,634
Retail production® O EERE | 250819 194,709 233753 174611 106,544
Correspondent production® \ O)I5N238 358,062 562,265 1,142,004 1,048,249 1,229,780
Total serviced assets at period end S 7,575,560 | S 6,355,304 S 6,286,078 $ 5588598  $4803812 5 3578946
Ratios: |
Return on average equity® | 10:.2% {6.0)% {23.2)% {(14.1}% 11.6% 4.8%
Return on average assets® 0.5% {0.9)% (8.6)% (8.0)% 5.9% 2.4%

Notes

{1) Saxon Capitel, Inc. acquired ol of the issved and eutstanding capital
stock of SC! Services, Inc. from Dominion Capital on July 6, 2001.

(2) July 6, 2001 is Saxon Capital, Inc.'s apening balance sheet. The stock
transaction of the sale of Saxon occurred on July 6, 2001.

(3) Includes residual assets not retained and goodwill

(4) Earnings per share was calculated based upon the assumption that
the shares issued were outstanding for all periods presented.

(5) Principal balance only.

(6} Data for incomplete years have been annualized.

{7) Includes S188.6 million in called loans. Called loans accur upon

exercise of the dean-up call option by the servicer or master
servicer of the securitized pools owned by Dominion Capital, Inc.
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O O Owned Portfolio

B B Total Serviced Portfolio
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We started out 2002 by becoming a truly public company with our inifial SEC
registration statement becoming effective January 15!, and our stock beginning to
trade on the Nasdaq National Market. As we end this year, we are very proud of
what we have accomplished. We have achieved virtually every one of our goals
this year, and we did it the “Saxon Way”, keeping the faith with our stockholders,
bondholders, employees and borrowers. We make loans that benefit our borrowers
and fit our financial and performance criteria, pursuing our goals with integrity,

passion and commitment.

Edward G. Harshfield
Chairman
Saxon Capital, Inc.
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Our retail channel exceeded its growth targets, and we now have

20 branches in key metropolitan markets, up from 17 at yearend
2001. We are well on the way to achieving the geographic presence
that provides the critical facetoface service that many of our retail
customers demand. Meanwhile, our Infernet operations continue to
expand rapidly, providing our net-savvy customers with the convenience
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and efficiency they require.

Our wholesale channel continued its growth, despite intense competitive pricing
and credit pressures. We grew our wholesale business seven percent while main-
taining our credit discipline and return criteria. In a marketplace that continually
focused on volume growth, we focused on growing our quality asset base, and

we succeeded.

Our correspondent channel concentrated on expanding our flow business, and
we successfully expanded our active client base, while growing this business
seven percent over 2001. Pricing pressures continued to affect the bulk loan
business, and we saw another year of reduced bulk purchases. We maintained
the capacity to re-enter this business, and when returns become favorable we

will expand our participation in this market.

Our servicing channel continued to excel and receive favorable ratings from the
credit rating agencies. In a year when the consumer finance industry saw delin-
quencies rise, our servicing team managed the portfolio so that delinquencies
actually declined in 10 of the 12 months for the total serviced portfolio. In addition,

we acquired the right to service approximately $1 billion in third party servicing,




which allows us to leverage the superior talent of our servicing team and our

technology to the further benefit of our stockholders.

To those who follow the non-conforming lending marketplace, there have been a
number of recent headlines regarding predatory lending. Some of our competitors
have engaged in questionable, if not unethical lending practices. We are proud
to be a part of Saxon for many reasons, but the main reason is the integrity we
bring to the marketplace. We do not and will not participate in predatory
lending practices, nor do we make loans that we do not judge to be in

the borrower’s best interests.

One of the challenges we have encountered this year has been the
additional cost of doing business as a public company as requirements
for disclosure both changed and increased. We will continue to be at
the forefront in terms of compliance and disclosure and are confident

that we will continue to honor both the spirit and the letter of sound

corporate governance principles. Most of the new requirements of the

Sarbanes-Oxley Act are practices and procedures that Saxon already had in place.

As the governing agencies continue fo issue rules and regulations applicable to us,
Saxon will maintain its commitment to transparency and compliance in its financial

reporfing and activities.

As we head inte 2003, we are poised to continue with our business plan for
prudent and profitable growth. Our sales force is experienced and growing. We
continue fo invest in training for all Saxon employees so they can better serve our
customers and our stockholders. We continue fo keep true to the faith that our

stockholders have placed in us. This is the “Saxon Way”.

Thank you for your continued trust and investment.

Edward G. Harshfield Michael L. Sawyer
Chairman Chief Executive Officer
Saxon Capital, Inc. Saxon Capital, Inc.

}W
or
"\

Michael L. Sawyer
Chief Executive Officer
Saxon Capital, Inc.
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Return to the
Shareholder

Return to
the Bondholder

Underwriting
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the Company
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Those who are becoming familiar with Saxon Capital, Inc. may ask, “Just who is Saxon2” The
answer fo that question is not as simple as, “a provider and servicer of non-conforming residential
mortgages”, because to understand who Saxon is requires more explanation.

At Saxon, we pride ourselves in providing discipline in an environment that is often lacking
discipline. We stand apart from others in the non-conforming residential mortgage market. We not
only originate and underwrite mortgage loans that are in the best interest of the borrower, but we
also service those loans throughout their lives. We choose to structure our securitizations that require
the use of on-balance sheet accounting. We feel our on-balance sheet accounting better matches

our cash flow with our earnings than that of competitors who use gain on sale accounting.
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One of the keys to understanding Saxon is knowing that the origination

channels exist fo provide mortgage loans for the portfolio. Saxon is inferested

in generating and closing mortgage loans that fit within Saxon’s credit and

pricing disciplines to build a mortgage loan portfolio that will perform well

over ifs life. Saxon is not interested in generating and closing as many

mortgage loans as possible without regard to the quality of the loans. As

a portfolio lender, Saxon has focused the credit mix of its production to

the A+/A type credit grade.

There will always be a demand for
non-conforming residential mortgages, and
regardless of changes in the marketplace, we
believe Saxon will be well positioned based
on the talent and dedication of our employees
and our credit discipline, as well as our
technology and expertise.

The Saxon Way is one of consistency and
steady growth. Building our mortgage loan
portfolio with quality, non<onforming loans is
who we are and it is what helps distinguish us

in our industry.
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| What a great year 2002 has been for America’s Moneyline, Inc.,
" the retail channel of Saxon Capital. We accelerated our branch

| openings to meet the loan growth demand from this channel. Retail
} loan volume has increased more than 44 percent from 2001. We
' now have retail offices in the Chicago, Detroit, Hartford, Portland
(Cregon), and Tampa areas.

| In additicn to opening these new offices, we have automated
} our pre-qualification process to allow for immediate preliminary
L loan approval over the phone when we follow up on mortgage
loan applications. We have also created a telemarketing unit to
act upon our direct mail responses.

Part of our new branch opening effort has been the creation
of enhanced employee training programs and the expansion of a
marketing strategy for each branch location. This has allowed us
to provide befter service fo our customers, o continue development
of customer relationships and to generate increased awareness of
the America’s Moneyline brand in those new markets.

The retail channel has become the lowest net cost originator for
Saxon. Plans are in place to expand our branch network in 2003,
as well as to further automate our processes to better serve our
customers and increase our efficiencies. In addition to expansion
info new branches and technology, America’s Moneyline is creating
new programs designed to offer existing customers a greater variety
of products and gain additional market share.

2002 has been a great year for America’s Moneyline and the
retail team is poised to continue to be a leader in originating non-

conforming residential mortgage loans. We look forward to 2003.

8 SAXON CAPITAL, INC. 2002 ANNUAL REPORT
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Our wholesale channel at Saxon Mortgage, Inc. had one of its

best years in 2002 by producing volume of $1.0 billion, while main-

. taining our credit discipline. The channel also expanded ifs sales force
to an average of 121 account executives across the country, which
positions us for a successful 2003.

At Saxon we know that we do things differently; providing
credit discipline in a marketplace where discipline is often lacking.

Having a sales force built on a solid foundation of conducting busi-

ness the Saxon Way has been instrumental to our success this year.
During 2002, several key training initiatives were implemented for
our account executives, operations, and underwriting teams, focusing

on building this foundation for superior service and faster customer

response to cur borrowers.

The wholesale channel is constantly competing with companies
that are buying market share with price. Wholesale also has to com-
pefe with government-sponsored enterprises raising their loan amount
limits, while at the same time lowering their credit parameters. Both
steps condense the size of the non-conforming mortgage market in
which we operate.

Despite these competitive challenges, we were able to grow
our originations seven percent in 2002. We introduced our on-line
program in 2002, which brought in $19 million in volume, and we
expect fo focus more resources on this venture in 2003. Saxon whole-
sale is building on the foundation laid in 2002. We believe 2002

has been a great year and look forward to 2003.

10 SAXON CAPITAL, INC. 2002 AMNUAL REPORT




TOTAL WHOLESALE 2002 WHOLESALE
PRODUCTION CREDIT MIX
($ in billions)
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] The correspondent business channel of Saxon Mertgage, Inc. consists of two separate channels — flow
and bulk. Flow business is the purchase of individual closed loans on an individual transaction basis,

/ J while bulk consists of purchasing aggregated pools of mortgage loans, generally on o competitive basis.

loans one at a time provides a more profitable and higher quality of loan for Saxon. Although our efforts

i In 2002, Saxon Mortgage’s main focus was growing the flow portion of the business. Purchasing mortgage

' have focused more toward the flow side, we have kept an infrastructure in place with the capacity to cap-

L ture an increased volume of bulk correspondent production when the right opportunity presents itself.

12 SAXON CAPITAL, INC. 2002 ANNUAL REPORT




To concentrate on the correspondent flow business with mortgage lenders
and bankers, the channel has successfully “grown” its account managers inter-

nally. This has cllowed our account managers to develop the relationships

needed to compete and ot the same time, fo refine their customer service and
sale techniques. The correspondent channel recognizes that relationships are
what make the difference in this market segment. Qur correspondent account

executives know the Saxon Way means superior service with a quality product.

We believe the combination of these two factors will keep us competitive in ‘ AN S
any mortgage loan market, even when the competition has less stringent under- : TOTALP:ggEg_';g::DENT
writing requirements and are paying premiums well above what we feel is (5 in billions)

prudent. History has proven, and we are confident that our customers continue
to recognize, that in-depth underwriting, strong loan performance, and prudent

pricing are the foundation for a successful correspondent channel that will

remain throughout the years fo come.

oy -

" . I

PRODUCTION GROWTH

(% in millions)

D 2% A+ 20%

S
Cio% ) A 15%
s

| I

B 18%!

2002 TOTAL CORRESPONDENT
CREDIT MIX

SAXON CAPITAL, INC. 2002 ANNUAL REPORT 13



14

I

I
i
[S—

SAXON CAPITAL, INC. 2002 ANNUAL REPORT

o/ L

A new name and great performance — 2002 will go down as a banner year for the servicing channel
of Saxon. To more visibly align itself with the Saxon brand name, Meritech Mortgage Services, Inc.
became Saxon Mortgage Services, Inc. in April. In addition, in a year when mortgage delinquencies

in the non-conforming residential mortgage market have increased, Saxon Mortgage Services beat the
national frend and achieved a decrease in the delinquency rate of our total servicing porffolio. This tremen-
dous accomplishment has been achieved due to the continuous technological and process improvements
in our call center and loss mitigation department, as well as our foreclosure process. While maintaining
our credit and servicing disciplines, Saxon’s owned net mortgage loan portfolio grew to $3.6 billion in

2002. Our overall servicing portfolio grew to exceed $7 billion from $6 billion ot December 31, 2001.



The servicing channel’s success with controlling delinquencies and improving
efficiencies has helped enhance the performance of its portfolic. Servicing has
also provided valuable feedback to our origination channels and risk manage-
ment group, enhancing our product knowledge and origination procedures.

Saxon Mortgage Services is not resting on its accomplishments. As part
of our servicing system conversion, which is planned for the second quarter of
2003, a major reengineering process is underway for implementation in 2003
that will make our servicing even more customer friendly, both to our loan
customers and our internal Saxon origination customers. In addition, we are
benchmarking where we are and where we can improve customer service.

We will then implement training programs designed to utilize those changes
to constantly improve our servicing performance.

This investment in our servicing channel recognizes the importance of
servicing to the longterm growth and health of Saxon. Most residential mortgage
lenders are sales-oriented with a near term focus on loan originations and closings.
Rather, Saxon’s business plan revolves around building a mortgage loan portfolio
of quality, nonconforming residential mortgage loans, servicing that portfolio as
efficiently and effectively as possible, and retaining the loans for the long term.
The ability of the servicing channel to meet or exceed customer needs is a key
component to keeping those customers loyal to the Saxon brand. The investments
in technology and process enhancements for the servicing channel are designed

fo refain our servicing customers and fo add new ones every day.

18.0%

120%

15.8%

TOTAL SERVICES PORTEOLLE
SERTOUSLY

R

CQUEN




Saxen is a nationally recognized non-conforming mortgage lender
that originates loans in 49 states.

I

. \ Corporate Headgquarters
i‘ 20 Retail Branches

% | Planned Retail Branch Openings in 2003
Servicing Operations

\
|
‘\ - | Wholesale Regional Operations Center

Saxon does not originate loans in Alabama
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To the Board of Directors and Stockholders of Saxon Capital, inc.
Glen Allen, Virginia

We have audited the consolidated balance sheets of Saxon Capital, Inc. and
subsidiaries (the “Company”) (“Successor”) as of December 31, 2002 and 2001,
and the related consolidated statements of operations for the Company and SCI
Services, Inc. and subsidiaries (“Predecessor”) for the year ended December 31,
2002 (Successor), the period from July 6, 2001 through December 31, 2001
(Successor), the period from January 1, 2001 through July 5, 2001 (Predecessor),
and the year ended December 31, 2000 {Predecessor). Such consolidated financial
statements and our report thereon dated March 14, 2003, expressing an unqualified
opinion (which are not included herein), are included in the accompanying 10K that
has been filed with the Securities and Exchange Commission. The accompanying
condensed consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on such condensed consoli-
dated financial statements in relation to the complete consolidated financial statements.
In our opinion, the information set forth in the accompanying condensed
consolidated balance sheets of the Company as of December 31, 2002 and 2001,
and the related condensed consolidated statements of operations for the year ended
December 31, 2002 {Successor), the period from July 6, 2001 through December
31, 2007 (Successor), the period from January 1, 2001 through July 5, 2001
[Predecessor), and the year ended December 31, 2000 (Predecessor] are fairly
stated in all material respects in relation fo the basic consolidated financial statements

from which it has been derived.

Dotsitc & Tovedu P

Richmond, Virginia
March 14, 2003

SAXON CAPITAL, INC. 2002 ANNUAL REPORT



CONDZNSED CONSOLIDATED BALANCE SEIZIVS
Dollars in thousands, except for per share data
Saxon Capital, Inc.
Assets December 31, 2002 December 31, 2001
T

Cash 8 B S 6,603
Accrued interest receivable 15,774
Trustee receivable 6,781
Mortgage loan portfalio 1,723,477
Loan loss reserve {20,996)

Net mortgage loan portfalio 1,702,481
Restricted cash —
Servicing related advances 101,645
Mortgage servicing rights, net 33,847
Deferred tax asset 11,772
Real estate owned 2,583
Other assets 17,863
Total assets $1,899,349
Liabilities and stockholders’ eguity:
Liabilities: ‘ :
Accrued interest payable ST ¥ 01 S 3197
Warehouse financing : WEAAT 283,370
Securifization financing } 1,326,660
Note payable ( 25,000
Other liabilities ‘ 9,124
Total fiabilities 1,647,351
Stockholders’ equity:
Commaon stack, $0.01 par value per share, 100,000,000 shares, authorized;

28,235,781 and 28,050,100 issued and outstanding, respectively i N 281
Additional paid-in capital } 258,004
Other comprehensive income, net of fux of $3,649 and S0 f —
Retained earnings (accumulated deficit) {6,287)
Total stockholders’ equity 251,998
Total liabilities and stackholders' equity $1,899 349

SAXON CAPITAL, INC. 2002 ANNUAL REPORT




CONDENSED COXNSOLIDATER STATEMENTS QF OPERATIONS
Dollars in thousands, except for per share data
Saxon
Capital, Inc. SCI Services, Inc.
For the Year For the Period For the Period For the Yeor
Ended July 6,2007 to Jan.1, 2001 Ended
Dec. 31, 2002 Dec. 31, 2001 to July 5, 2001 Dec. 31 2000

Revenues: . -
Interest income 8 S 50328 § 15331 S 34444
Interest expense (23,457) (11,524) {24,875)

Net interest income 26,871 3,807 9,569
Provision for mortgage loan losses {11,861) {8,423) (6,403)

Net interest income affer provision for mortgage loan losses i 15,010 {4,616) 3,166
Gain on sale of mortgage assets | — 32,892 79,234
Servicing income, net of amortization ‘\ } 12,213 16,670 23,677

Total net revenues . 7m 44,946 106,077
Expenses:
Payroll and related expenses | 19,531 25,220 32,445
General and administrative expenses | 15,662 16,684 27,681
Depreciation and amortization i 503 3,736 7,308
Impairment of assets, net | — — 7,301 108,445
Impairment of Predecessor goodwill : = — 44,963 —
Other (income) expense Vi : 1,771 (1,842) 2,802

Total expenses } 37,467 96,062 178,681
Income {loss) before taxes \ {10,244) {51,116) {72,604)
Income tax expense (benefit) ‘ {3,957) (21,609) {24,084)
Net income (loss) S wmA S (6,28]) S (29,507) S (48,520
Earnings (loss) per common share: \
Average common shares outstanding — basic” i 28,050,100 28,050,100 28,050,100
Average common shares outstanding — diluted™ : : 28,050,100 28,050,100 28,050,100
Basic earnings (loss) per common share ‘? S {022) S {1.0%) S (1.73)
Diluted earnings (loss) per common share i S (0.22) S (105 S (L73)

|

(1) Earnings per common share for the periods prior fo July 6, 2001 was calculated based upon the assumption that the shares issued were outstanding for ol periods presented.
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PART I

Certain information contained in this Report constitutes forward-looking statements
under Section 27 of the Securities Act of 1933 and Section 21E of the Securities Exchange Act
of 1934, Generally, forward-looking statements can be identified by the use of forward-looking
terminology including, but not limited to, “may,” “will,” “expect,” “intend,” “should,”
“anticipate,” “estimate,” “is likely to,” “could,” “are confident that,” or “believe” or comparable
terminology. All statements addressing our operating performance, events, or developments that
we expect or anticipate will occur in the future, including statements relating to net interest
income growth, earnings or earnings per share growth, and market share, as well as statements
expressing optimism or pessimism about future operating results, are forward-looking
statements. The forward-looking statements are based upon management’s views and
assumptions, as of the date of this Report, regarding future events and operating performance,
and are applicable only as of the dates of such statements. By their nature, all forward-locking
statements involve risk and uncertainties. Actual results may differ materially from those
contemplated by the forward-looking statements for a number of reasons, including but not
limited to those discussed in “Item 1. Business—Risk Factors™ as well as those discussed
elsewhere in this Report.

Item 1. Business

Saxon Capital, Inc. is a Delaware corporation organized on April 23, 2001 for the
purpose of acquiring the business of our predecessor. Our original name was Saxon Capital
Acquisition Corp., and we changed our name to Saxon Capital, Inc. on October 5, 2001. We
acquired all of the issued and outstanding capital stock of SCI Services, Inc. (“SCI Services” or
“Predecessor”), a Virginia corporation {formerly known as Saxon Capital, Inc.), from Dominion
Capital, Inc. (“Dominion Capital”), a wholly owned subsidiary of Dominion Resources, Inc.
(“Dominion-Resources”) on July 6, 2001. Most of our executive management team were officers
of the Predecessor prior to the transaction. We maintain our principal executive offices at 4860
Cox Road, Suite 300, Glen Allen, Virginia 23060, and our telephone number is (804) 967-7400.
Our common stock is listed on the Nasdaq National Market under the symbol “SAXN.”

This annual report on Form 10-X, as well as all quarterly reports on Form 13-Q, current
reports on Form 8-X, and all amendments to those reports are made available as soon as
reasonably practicable after such material is electronically filed with or furnished to the
Securities and Exchange Commission, free of charge, through our website. The Company’s
website address is www.saxoncapitalinc.com.

General

Our business is conducted through our operating subsidiaries. We conduct mortgage loan
originations, purchases, secondary marketing, master servicing, and other administrative
functions at Saxon Mortgage, Inc. (“Saxon Mortgage™), and retail loan origination activity at
America’s MoneyLine, Inc. (“America’s MoneyLine”). We conduct mortgage loan servicing at
Saxon Mortgage Services, Inc., formerly Meritech Mortgage Services, Inc. (“Saxon Mortgage
Services™). See “Item 7 — Management’s Discussion and Analysis of Financial Condition and
Results of Operations” for a complete discussion of our consolidated results as well as our



segment results. Throughout our discussion of our business operations, words such as “we” and
“our” are intended to include these operating subsidiaries and, for references to periods occurring
prior to July 6, 2001, include our Predecessor.

We originate, purchase, securitize, and service primarily non-conforming residential
mortgage loans derived through three separate production channels: wholesale, retail, and
correspondent. These loans are secured primarily by first mortgages. We believe we deliver
superior value and service to our borrowers through our disciplined credit, pricing, and servicing
processes throughout the lives of their loans, which we call our Life of the Loan Credit Risk
Management strategy. Our borrowers typically have limited credit histories, have high levels of
consumer debt, or have experienced credit difficulties in the past. Mortgage loans to such
borrowers are generally classified as “sub-prime” because they generally do not conform to or
meet the underwriting guidelines of one or more of the government sponsored entities. We
originate and purchase loans on the basis of the borrower’s ability tc repay the mortgage loan,
the borrower’s historical pattern of debt repayment, and the amount of equity in the borrower’s
property (as measured by the borrower’s loan-to-value ratio or “LTV”). The interest rate and
maximum loan amount are determined based upon our underwriting and risk-based pricing
matrices. We have been originating and purchasing sub-prime morigage loans since 1995, and
believe the proprietary data that we have accumuiated in our data warehouse is key to our ability
to analyze the characteristics that drive loan performance. We also believe our Life of the Loan
Credit Risk Management strategy increases the consistency of our loan performance and
financial returns.

At Saxon Mortgage, our wholesale channel originates or purchases loans through its
network of approximately 4,000 independent brokers throughout the country. These brokers rely
on our centralized processing teams who, we believe, provide them with superior and consistent
customer service. At America’s MoneyLine, our retail channel originates mortgage loans
directly to borrowers through its retail branch network of 20 locations, and also uses direct mail
and the Internet to originate loans. Our correspondent channel purchases mortgage loans from
approximately 400 correspondent lenders following a complete re-underwriting of each
mortgage loan. We believe that exceeding the expectations of our customer community of
borrowers, brokers, and correspondent lenders is a key to our success. For the year ended
December 31, 2002, we originated, purchased or called approximately $2.5 billion and
securitized approximately $2.2 billion of residential mortgage loans.

We intend to continue accessing the asset-backed securitization market to provide long-
term financing for our mortgage lpans. We generate earnings and cash flows primarily from the
net interest income and fees that we earn from the mortgage loans we originate and purchase.
We finance the loans initially under one of several different secured and committed warehouse
financing facilities on a recourse basis. These loans are subsequently financed using asset-
backed securities issued through securitization trusts. See “Securitization and Financing.” Since
May 1996, we have securitized approximately $13.2 biilion in mortgage loans. Since July 6,
2001, we have structured our securitizations as financing transactions. Accordingly, following a
securitization, (1) the mortgage loans we originate or purchase remain on our consolidated
balance sheet; (2) the securitization indebtedness replaces the warehouse debt associated with the
securitized mortgage loans; and (3} we record interest income on the mortgage loans and interest
expense on the securities issued in the securitization over the life of the securitization, instead of




recognizing a gain or loss upon completion of the securitization. This change to “portfolio-
based” accounting significantly impacts our consolidated results of operations compared to the
results of our Predecessor prior to July 6, 2001. Therefore, our results for periods prior to July 6,
2001 and management’s discussion of such results may not be indicative of our future results.
This accounting treatment, however, more closely matches the recognition of income with the
receipt of cash payments on the individual loans.

Once we originate or purchase a mortgage loan, our wholly-owned subsidiary, Saxon
Mortgage Services begins the process of performing the administrative services for the loan.
These activities are called “servicing.” Saxon Mortgage Services seeks to ensure that the loan is
repaid in accordance with its terms. Qur Life of the Loan Credit Risk Management strategy is
applied to every loan in our servicing portfolio. The inherent risk of delinquency and loss
associated with sub-prime loans requires active communication with our borrowers.

Industry Overview

The residential mortgage market is the largest consumer finance market in the United
States. According to the Mortgage Bankers Association of America’s website, lenders in the
United States originated over $2.4 trillion in single-family mortgage loans in 2002, and are
expected to originate approximately $1.8 trillion in 2003. Generally, the industry is segmented
by the size of the mortgage loans and credit characteristics of the borrowers. Mortgage loans
that conform to a government sponsored entity, such as the Federal National Mortgage
Association, “Fannie Mae” or the Federal Home Loan Mortgage Corporation, “Freddie Mac,”
which have guidelines for both size and credit characteristics, are called “conforming
mortgages.” All of our mortgage loans are considered “non-conforming mortgages” because of
the size of the loans (generally referred to as “jumbo mortgages”) or the credit profiles of the
borrowers (generally referred to as “sub-prime mortgages™) or both. We believe the non-
conforming segment of the mortgage industry provides credit to a broad range of consumers who
are underserved by the conforming mortgage market.

Underwriting

We originate and purchase loans in accordance with the underwriting criteria described
below. The loans we originate and purchase generally do not meet conventional underwriting
standards, such as the standards used by government sponsored entities, such as Fannie Mae or
Freddie Mac. As a result, our loan portfolios are likely to have higher delinquency and
foreclosure rates than loan portfolios based on conventional underwriting criteria. We have
established six classifications with respect to the credit profile of potential borrowers, and we
assign a rating to each loan based on these classifications. Our underwriting guidelines are
designed to help us evaluate a borrower’s credit history and capacity to repay the loan, the value
of the property that will secure the loan, and the adequacy of such property as collateral for the
lcan. In addition, we review credit scores derived from the application of one or more nationally
recognized credit scoring models. Based on our analysis of these factors, we will determine loan
terms, including the interest rate and maximum LTV. We generally offer borrowers with less
favorable credit ratings loans with higher interest rates and lower LTVs than borrowers with
more favorable credit ratings based upon our assessment of the loan’s risk or probability of
default.




Our underwriting philosophy is to analyze the overall situation of the borrower and to
take into account compensating factors that may be used to offset certain areas of weakness.
Specific compensating factors include:

° mortgage payment history;

° disposable income;

° employment stability;

o number of years at residence;

o LTV,

o income documentation type; and

o property type.

We underwrite each loan individually. All underwriting decisions are the responsibility
of each respective business channei’s Vice President of Underwriting. The Vice Presidents of
Underwriting generally have a minimum of ten years of industry experience and report directly
to the Vice President in charge of the respective business channel for personnel matters and
directly to our Chief Executive Officer for credit matters. Reporting to each Vice President of
Underwriting are Assistant Vice Presidents of Underwriting who have substantial industry
experience. In addition to the daily supervision of all underwriting decisions, these Vice
Presidents and Assistant Vice Presidents of Underwriting conduct regular training sessions on
emerging trends in production, as well as provide feedback from the monthly default resolution
and planning (“DRP”) and risk management meetings, which are held quarterly. In addition to
the business channels’ Vice Presidents of Underwriting, the underwriting departments of the
wholesale, retail, and correspondent channels have a total of 24, 22, and 19 underwriters,
respectively. Our underwriting staff base their credit decisions upon the risk profile of the
individual loan, even in instances where we purchase a group of mortgage loans in bulk.

Our underwriting guidelines are determined by the credit committee of Saxon Mortgage
(“Credit Committee™), which is composed of our senior executive team as well as members of
senior management of each business channel. The Credit Commities meets frequently to review
proposed changes to underwriting guidelines. To the extent an individual loan does not qualify
for a loan program or credit grade, our underwriters can and will make recommendations for an
approval of the loan by “underwriting exception.” Our business channels’ Vice Presidents and
Assistant Vice Presidents of Underwriting have final approval of underwriting exceptions. Loan
exceptions are tracked in our data warchouse and performance of loans with and without
exceptions are monitored and reported monthly tc management,

We underwrite every loan we originate or purchase through our production channels.
This means we thoroughly review the borrower’s credit history, income documents (except to the
extent our stated income and limited documentation loan programs do not require income
documentation), and appraisal for accuracy and completeness. We also use our automated credit
decision system to provide pre-qualification decisions over the Internet. When using this system,
the loan is still underwritten by one of our underwriters before funding. While we intend to
continue to expand the functionality of our automated decision system to enhance efficiencies,



we will continue to use our staff to review credit, income, and appraisal documentation to ensure
that the loan is underwritten in accordance with our guidelines.

Our underwriting standards are applied in accordance with applicable federal and state
laws and regulations, and require a qualified appraisal of the mortgaged property conforming to
Fannie Mae and Freddie Mac standards. Each appraisal includes a market data analysis based on
recent sales of comparable homes in the area and a replacement cost analysis based on the
current cost of building a similar home. The appraisal may not be more than 180 days old on the
day the loan is originated. In most instances, we require a field review appraisal for properties
that have a value of $300,000 to $500,000 and a second full appraisal for properties that have a
value of more than $500,000.

We have three loan documentation programs:

° Full Documentation—under this program, an underwriter reviews the borrower’s
credit report, handwritten loan application, property appraisal, and the documents
that are provided to verify employment and bank deposits, such as W-2s, pay
stubs, and/or signed tax returns for the past two years.

< Limited Documentation—Iloans under this program are made to self-employed
borrowers; six months of personal and/or business bank statements are acceptable
documentation of the borrower’s stated cash flow; LTVs between 80% and 90%
require two years of personal bank statements.

o Stated Income—in this program, the borrower’s income as stated on the loan
application must be reasonable for the related occupation, because the income is
not independently verified. Our processors do, however, verify the existence of
the business and employment; a self-employed borrower must have been in
business for at least two years.

Our full documentation program, which requires the highest level of credit
documentation of all of our programs, is typically selected by those borrowers that are able to
meet those requirements. Our limited documentation program is typically selected by self-
employed borrowers, who may have encountered difficulty qualifying for Fannie Mae and
Freddie Mac loans due to the requirements for W-2 forms, pay stubs, and similar employment-
related documentation requirements associated with such loans. Our stated income program is
typically selected by borrowers who do not meet the requirements for independent verification of
income associated with Fannie Mae and Freddie Mac loans. Both limited documentation and
stated income program loans require specialized underwriting and involve higher degrees of risk;
accordingly these loans generally have higher interest rates and lower LTV ratios than would be
available to borrowers that meet the requirements of our full documentation program.

We may, from time to time, apply underwriting criteria that are either more stringent or
more flexible depending on the economic conditions of a particular market.

As described below, we have two loan programs for first and second mortgages and
several niche programs for 100% combined LTV (“CLTV”), second mortgages, and
manufactured homes. The key distinguishing features of each program are the documentation




required to obtain a loan, the LTV, and credit scores necessary to qualify under a particular
program. Nevertheless, each program uses maximum LTVs and loan amounts to mitigate risk.

Traditional Underwriting Program. In this program, we analyze loan risk by comparing
the loan details with credit-grade-specific guidelines including mortgage history, secondary
credit history, bankruptcy history, and debt-to-income ratio. Careful consideration is given to
borrower trends and benefits of the loan. Traditional first liens are available for mortgages
secured by properties of all cccupancy types, and all of our Ioan documentation programs.

In addition, each of our loan products has a maximum CLTV amount, which is the
maximum encumbrance allowed on a specific mortgaged property. We permit three general
categories of second liens that may be subordinate to a Saxon first lien. These are:

© a Saxon second lien;

°© an institutional lender’s second lien; or

° a private second lien (including second liens retained by a seller of a mortgaged
property).

The maximum CLTV varies based on occupancy type, documentation type, credit grade,
LTV, credit score, and loan amount. Our “A” credit grade second lien program allows for a
maximum CLTV of 100% for fully documented loans secured by owner-occupied properties to
borrowers with a minimum credit score of 640. Subordinate financing behind our traditional
first lien program will allow maximum CLTVs of up to 110% for fully documented loans with a
reduced first lien LTV and institutional financing on owner-occupied properties. For all
preducts, subordinate financing on “B,” “C” and “D” credit grade first liens must be from an
institutional lender.

ScorePlus Underwriting Program. Our ScorePlus underwriting program is a product that
we developed to provide a faster and simpler credit qualification process to those customers
willing to forego the flexibility offered by our traditional underwriting program by limiting the
basis for our underwriting decisions to the following five factors:

o mortgage history;

© credit score (in place of secondary credit review);
° bankruptcy history;

) foreclosure history; and

e debt-to-income ratio.

' These variables fit intoc parameters for maximum LTV and loan amoeunt by occupancy,
income documentation, and property type to assess rate and risk. This program is available for
mortgage loans secured by properties of all cecupancy types, and all of our loan documentation
programs. Because the ScorePlus underwriting decision is based sclely on the five factors listed
above, the underwriting process can be more extensively automated for those customers for
whom speed of decision is the paramount need. The ScorePlus program involves a lesser degree




of individualized examination of traditional underwriting factors (other than the five factors
listed above). To compensate for this incremental credit risk, we have higher credit score and
credit grade requirements in our ScorePlus program. Unlike our traditional underwriting
program, ScorePlus does not offer the possibility of our allowing reasoned exceptions to any of
the underwriting decision factors. For borrowers not able to meet the ScorePlus requirements,
we continue to offer traditional underwriting that allows us to examine the borrower’s specific
circumstances and, where we can do so prudently and at an appropriately risk-adjusted price,
extend credit based on reasoned exceptions.

We believe our ScorePlus program is one of our most successful products developed to
date. We began development of the program during the fourth quarter of 2000 and introduced
the product throughout the marketplace on January 16, 2001. For the year ended December 31,
2002, ScorePlus generated $994 million in loan production or 40% of our total loan volume for
2002, as compared to $485 million or 21% of total loan volume for the year ended December 31,
2001. We expect that ScorePlus’s percentage of our total production will continue to increase
throughout 2003. We expect our cost to produce a loan to decrease as we use ScorePlus in
conjunction with the automation of certain aspects of our underwriting process.

We also offer a number of other loan programs. Although each program contains
individual characteristics, maximum LTVs and loan amounts are designed to minimize risk
within credit grade categories. These programs include:

Second Liens. This credit score driven product, available for loans up to 100% CLTV, is
concentrated on the home equity market and is available for loans secured by owner-occupied
primary residences only and under all of our loan documentation programs. Second lien
programs are most typically selected by borrowers who wish to borrow against the equity in their
property without altering the provisions of their existing first lien financing.

Manufactured Housing First Liens. This product is designed specifically for double-wide
or larger manufactured homes. It is limited to homes that are classified as real estate and meet
our other guidelines for construction and permanent attachment to the land on which it resides.
These loans are available for primary residences or second homes (available with mortgage
insurance), to a maximum loan amount of $150,000 and a minimum credit score of 550.

Quality Control

We believe that one of the primary reasons for our strong historical loss and delinquency
performance is our reliance upon Saxon Mortgage’s Quality Control and Risk Management
Department (“QC Department”). The QC Department’s primary focus is to ensure that all loans
are underwritten in accordance with our underwriting guidelines. The QC Department consists
of 19 employees as of December 31, 2002, including our Vice President of Quality Control.

Cur QC Department has a monthly process for reviewing and re-underwriting
approximately 15% to 18% of all loans funded. Using a statistical based sampling system, the
QC Department selects certain funded loans, re-underwrites those loans, re-verifies the sources
of income, re-verifies employment, and reviews the appraisals to ensure collateral values for the
loans are supported by the appraisals. In addition, the QC Department selects loans prior to



funding for re-underwriting based upon collateral and borrower characteristics as a further
quality control to ensure that the loans tested are consistent with our guidelines.

The QC Department is also responsible for performing a fraud investigation on any loan
which becomes delinquent on its first or second payment due date, as well as loans that go into
default later in the loan’s life and which our Loss Mitigation department believes may contain
borrower or seller misrepresentations. To the extent the QC Department’s review indicates that a
loan contains material misrepresentations, the QC Department will make recommendations
regarding the exercise of remedies available to us, including, where appropriate, requiring the
originator to repurchase the loan from us and potentially civil litigation. In addition, the QC
Department will advise our business channels on methods to avoid funding loans with similar
issues in the future.

All findings of the QC Department are reported on a quarterly basis to members of senior
management during the risk management meeting. During this meeting, management analyzes
the results of the monthly QC Department audits as well as performance trends and servicing
issues. Based upon this meeting, further analysis is undertaken and recommendations may be
made to the Credit Committee to modify underwriting guidelines or procedures.

Mortgage Loan Portfolio

Since July 6, 2001, we have structured our securitizations as financing transactions.
Accordingly, following a securitization, the mortgage loans we originate or purchase remain on
our consolidated balance sheet, and the securitization indebtedness replaces the warehouse debt
associated with the securitized mortgage lcans.

Characteristics of the mortgage locans we own such as credit grade, coupon, loan-tc-value,
and prepayment speeds are provided in the following tables. These characteristics are important
as they provide key indicators of the credit and prepayment risks irherent in our mortgage loan
portfolio, which have a direct impact on our past and future operating performance. The
operating performance of our mortgage lcan portfolio, including net interest income, allowance
for loan loss and effects of hedging are discussed in “Item 7. Management’s Discussion and
Analysis of Financial Condition and Results of Operations” and “Item 7A. Quantitative and
Qualitative Disclosures about Market Risk.”




December 31,
2002 (1) (2 | 2001 (1

(8 in thousands)

Average principal balance per loan ........................... 3124 $117
Combined weighted average initial LTV................... 77.83% 76.81%
Percentage of first mortgage loans owner

OCCUPIEA et 94.81% 94.47%
Percentage with prepayment penalty.............ccoee.n.. 82.71% 84.06%
Weighted average median credit score (3) .. 600 591
Percentage fixed rate mortgages............. . 37.59% 41.51%
Percentage adjustable rate mortgages.........c.ccccnvuen. 62.41% 58.49%
Weighted average interest rate:

Fixed rate mortgages ...........cco.ccocovvivneveeinenn. 9.07% 9.79%

Adjustable rate mortgages 9.11% 9.76%

Gross margin — adjustable rate mortgages (4)...

5.62% 5.82%

(1)  Excludes loans funded but not uploaded to the servicing system at December 31, 2002 and 2001 of
$212.3 million and $128.2 million, respectively.

(2)  Includes all called loans. Called loans occur upon exercise of the clean-up call option by us, as
servicer or master servicer, of the securitized pools of Predecessor for which Dominion Capital
retained residual interests. In some cases the rights to exercise the call option, as well as the pool
of called loans, may be owned by an unaffiliated third party. With respect to 2002, the clean-up
call options in some instances were held by us and in others were held by Dominion Capital.

(3)  The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.

(4)  The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to
determine the interest rate.

Mortgage Lozn Portfelio by Product Type

We originate and purchase both adjustable rate mortgages (“ARMSs”) and fixed rate
mortgages (“FRMs”). The majority of our FRMs are 30-year mortgages. Our ARM production
is then divided into two categories: floating ARMs and hybrid ARMs. A floating ARM is a loan
on which the interest rate adjusts throughout the life of the loan, either every 6 or every 12-
months. A hybrid ARM is a loan on which the interest rate is fixed for the initial 24 to 60-
months on the loan term, and thereafter adjusts either every 6 or every 12-months. All of our
ARMs adjust with reference to a defined index rate.

The interest rate on ARMs once the initial rate period has lapsed is determined by adding
the “margin” amount to the “index” rate. The index most commonly used in our loan programs
is the one-month London Inter-Bank Offered Rate (“LIBOR”). The margin is a predetermined
percentage that, when added to the index, gives the borrower the rate that will eventually be due.
It is common in the beginning stages of an ARM loan to allow the borrower to pay a rate lower
than the rate that would be determined by adding the margin to the index. Over time, the rate
adjusts upward such that eventually the interest rate the borrower pays will take into account the
index plus the entire margin amount.

A substantial portion of our loans contain prepayment penalties. Borrowers who accept
the prepayment penalty receive a lower interest rate on their mortgage loan. Borrowers always
retain the right to refinance their loan, but may have to pay a charge of up to six-months interest
on 80% of the remaining principal when prepaying their loans.



The following table sets forth information about our mortgage loan portfolio based on
product type (ARMSs and FRMs) as of December 31, 2002 and 2001.

December 31,
Product 2002 (1) (2 2001 (1)
Type

1.24% 0.55%
2 year hybrids. 34.84% 34.71%
3 year hybrids 26.10% 23.23%
5 year hybrids 0.23% —

62.41% 58.45%

Fifteen year 4.07% 3.41%
Thirty year.. 21.58% 20.20%
9.01% 16.28%

2.93% 1.62%
37.5%% 41.51%

(1) Excludes loans funded but not uploaded to the servicing system at December 31, 2002 and 2001 of $212.3
million and $128.2 million, respectively.

(2) Includes all called loans.

Mertgage Loan Portfolio by Borrower Risk Classification

The following table sets forth information about our mortgage loan portfolio by borrower
risk classification as of December 31, 2002 and 2001.




December 31,

20021 (2) 2001 (1)
A+ Credit Loans (3)
Percentage of total purchases and production ..... 25.09% 16.83%
Combined weighted average initial LTV ........... 76.65% 73.75%
Weighted average median credit score................ 664 675
Weighted average interest rate:
FRMS ..o v 7.81% 7.84%
ARMS......oocooiiiimmunneoeene s 7.72% 8.29%
Gross margin ~ ARMS ... 4.74% 4.79%
A Credit Loans (3)
Percentage of total purchases and production ..... 22.61% 19.14%
Combined weighted average initial LTV ........... 77.4%% 74.52%
Weighted average median credit score................ 613 619
Weighted average interest rate:
FRMS ..o e 9.03% 9.72%
ARMS.. it 8.34% 8.83%
Gross margin — ARMS ............ccocoeviinene 5.04% 5.12%
A- Credit Loans (3)
Percentage of total purchases and production ..... 32.30% 36.97%
Combined weighted average initial LTV ............ 81.18% 81.48%
Weighted average median credit score................ 576 577
Weighted average interest rate:
9.82% 10.26%
9.29% 9.64%
5.72% 5.72%
B Credit Loans (3)
Percentage of total purchases and production ..... 12.93% 16.53%
Combined weighted average initial LTV 76.53% 76.50%
Weighted average median credit score 549 546
Weighted average interest rate:
10.77% 11.06%
10.15% 10.47%
6.44% 6.45%
C Credit Loans (3)
Percentage of total purchases and production ..... 5.99% 8.83%
Combined weighted average initial LTV ... 72.00% 71.76%
Weighted average median credit score................. 531 528
Weighted average interest rate:
FRMS ...ccocaneen 12.02% 12.23%
ARMs.... 11.17% 11.53%
Gross margin— ARMS .........ccccecorverivienn, 6.89% 6.93%
D Credit Loans (3)
Percentage of total purchases and production..... 1.08% 1.70%
Combined weighted average initial LTV ............ 60.61% 60.85%
Weighted average median credit score................ 534 531
Weighted average interest rate:
FRMs 12.86% 13.18%
ARMs 11.92% 12.18%
Gross margin — ARM 7.60% 7.57%
¢)) Excludes loans funded but not uploaded to the servicing system at December 31, 2002 and 2001 of

$212.3 million and $128.2 million, respectively.
2) Includes all called loans.

3) The letter grade applied to each risk classification reflects our internal standards and do not
necessarily correspond to classifications used by other mortgage lenders.

Mortgage Loan Portfolio by Income Documentation

The following table sets forth information about our mortgage loan portfolio based on
income documentation as of December 31, 2002 and 2001.
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December 31,2002 (1) (2) December 31, 2001 (1)

Weighted Weighted

Average Average
Income documentation % of Median Credit % of Median Credit

Production Score Production Score

Full documentation.................... 76.05% 596 78.51% 588
Limited documentation.. 5.90% 619 5.66% 608
Stated income............. . 18.05% 612 15.65% 602
OhEr ..o — — 0.18% 615

(1) Excludes loans funded but not uploaded to the servicing system at December 31, 2002 of $212.3 million and
$128.2 million, respectively.

(2) Includes ali called loans.

Mortgage Loan Portfolio by Borrewer Purpese

The following table sets forth information about our mortgage loan portfolio based on
borrower purpose as of December 31, 2002 and 2001.

December 31,
Borrower Purpose 2002 (1) () 2001 (1)
Cash-out refinance...........c..c.c.ce... 69.58% 69.06%

Purchase.............e.c.. . 21.05% 22.23%
Rate or term refinance................... 9.37% 8.71%

Excludes loans funded but not uploaded to the servicing system at December 31, 2002 and 2001 of
$212.3 million and $128.2 million, respectively.

(1)

2) Includes all called loans.

Mortgage Loan Portfolic Based Upon the Borrower’s Credit Score

The following table sets forth information about our mortgage loan portfolio based on the
borrower’s credit score as of December 31, 2002 and 2001.

December 31,
Weighted Average Median
Credit Score
2002 (1) (2 2001 (1)

>700...c....ne. 6.68% 6.88%
700to 651... . 13.26% 10.79%
650to 601... 27.00% 22.83%
600 to 551... 26.92% 26.80%
5500 501 21.40% 24.64%
<500 2.84% 6.24%
Unavaifable 1.90% 1.82%
Weighted Average Median

Credit Score (3)..coovivierivveririnannn. 600 591

)] Excludes loans funded but not uploaded to the servicing system at December 31, 2002 and 2001 of
$212.3 million and $128.2 million, respectively.

) Includes all called loans.

3) The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.
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Mortgage Loan Portfolio Geographic Distribution

The following table sets forth the percentage of our mortgage loan portfolio by state as of
December 31, 2002 and 2001.

December 31,
2002 2001

CAHFOITHAL ... et et bt ettt sr bt 23.01% 24.40%
FIOTIAR et et s s bt eman e 7.03% 5.33%
Georgia 6.02% 5.74%
Virginia 5.14% 421%
Texas.... 4.45% 3.26%
Maryland .. 3.18% 2.00%
New York.... 3.16% 2.77%
New Jersey .. 3.11% 238%
Ohio...cccoumnnnn. 3.04% 3.53%
Pennsylvania 2.99% 2.90%
Michigan .. 2.78% 4.14%
Illinois .. 2.65% 3.00%
Colorado... 2.54% 3.15%
Minnesota. . 230% 3.89%
Arizona..... . 2.08% 1.96%
WASHINBION ..o ettt a e stnt e 2.00% 227%
Indiana...... 1.74% 1.84%
Connecticut .. 1.71% 1.22%
Missouri ... 1.70% 1.76%
Tennessee ..... . 1.62% 1.72%
MaASSACHUSES ......oueiieeirie ettt sb s 1.54% 131%
OFEROM ..ottt eb e et b st sa e s e ns s b 1.33% 1.41%
North Carolina. . 1.45% 1.34%
Louisiana...... . 1.11% 1.26%
Kentucky .. 1.05% 1.19%
Other 11.07% 12.02%

TOUAL ittt st b b 100.00% 100.00%

Securitized Mortgage Loan Coupon and Prepayment Penalties

The following table sets forth information about our securitized mortgage loan portfolic
at December 31, 2002 and December 31, 2001.
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Constant Prepayment Rate (Annual Percent) (1)

Weighted Average
Coupon 3 Month 12 Month LTD (2)

Principal

Original Current Percent with
Loan Loan Prepayment
Issue Date Balance Balance Penalty Fixed Arm Fixed Arm Fixed Arm Fixed Arm

($ in thousands)

December 31
2002

SAST 2001-2.... 8/2/2001  $650,410  $449,230 80.11% 9.62%  998% 27.04% 4038% 2347% 3248% 19.75%  28.06%
SAST2001-3.... 10/11/20001  $699,999  $512,750 80.46% 9.99%  9.68% 39.07% 3821% 2423% 2597% 24.49% 26.72%
SAST 2002-1.... 3/14/2002  $899,995  $768,237 75.66% 895%  9.25% 2287% 28.57% — — 16.16%  21.98%
SAST 2002-2... 7/10/2002  $605,000  $570,599 7291% 890% 9.07% 1367% 1496% — — 1280%  1508%
SAST2002-3... 11/82002  $699,818  $692,255 70.07% 8.60%  8.57% — — — — 8.65% 4.32%

December 31,
2001

SAST 2001-2.... 8/2/2001 3650410  $625,563 82.61% 9.79% 10.02% 7.75% 1298% 7.75% 12.98% 7.86% 13.24%
SAST 2001-3.... 10/11/2001  $699.999  $692,397 81.26% 10.03%  9.72% —_ _— — — — —

The constant prepayment rate (CPR) means a prepayment assumption which represents a constant assumed rate of
prepayment each month relative to the then outstanding principal balance of a pool of mortgage loans for the life

of such mortgage loans.

6

2) Life-to-date.

Mortgage Loan Production Operations
Overview

Our subsidiaries originate or purchase mortgage loans through our three separate
production channels. Further discussion of each mortgage loan production channel follows on
pages 55 to 72.

The following table sets forth selected information about our total loan production and
purchases for the years ended December 31, 2002, 2001, and 2000.
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For the Year Ended December 31,

2002 (D) 2001 2000
(8 in thousands)

Loan production $2,484,074 $2,333,236 $2,088,503
Average principal balance per loan $130 $112 398
Number of loans originated...........cococovvervirivermininenerniiien e 19,108 20,832 21,311
Combined weighted average initial LTV ........ 78.59% 77.50% 77.46%
Percentage of first mortgage loans owner occupied ... 93.85% 95.54% 94.66%
Percentage with prepayment penalty............... 77.64% 83.46% 83.61%
Weighted average median credit score (2) .. 606 593 580
Percentage fixed rate mortgages.............. 36.00% 46.45% 55.06%
Percentage adjustable rate mortgages..........ccoovvevernerienivvciirennnnes 64.00% 33.55% 44.94%
Weighted average interest rate:

Fixed rate mortgages 8.78% 9.85% 10.98%

Adjustable rate mortgages....... ' 8.80% 9.93% 10.66%

Gross margin — adjustable rate mortgag 5.56% 5.88% 6.20%

(1) Amounts for 2002 include $188.6 million in called loans.
(2) The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.

(3) The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to determine the
interest rate.

The following table highlights the net cost to produce loans for our total loan production
and purchases for the years ended December 31, 2002, 2001, and 2000.

For the Year Ended December 31, 2002 For the Year Ended December 31, 2001 For the Year Ended December 31, 2000

Incurred  Deferred (1)  Recognized Incurred Deferred (1) Recognized Incurred Deferred (1 Recognized
Fees collected
[PANE) PR (90) 83 6] (69) 64 (5) (40) 37 3
General and
administrative
production costs
[0316) [ IS 287 87 200 221 (72) 149 226 (72) 154
Premium paid
) ) W 126 (126) — 171 a7y _ 207 (207) —
Net cost to _— [E—
produce (2)(3)...... 323 (130) 193 323 (179) 144 393 (242) 151
(¢} The Company defers certain non-refundable fees and certain direct costs associated with originating a loan in

accordance with SFAS No. 91, “Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of Leases”.

2) Excludes costs related to purchases from pre-divestiture securitizations pursuant to clean-up call provisions of the
securitization trusts.

3) In basis points.

@) “The incurred column excludes corporate overhead costs of 107, 80, and 77 basis points, respectively, and includes

depreciation expense. Loan production figures used in this calculation are net of called loans.

Loan Production by Product Type

The following table sets forth information about our loan production based on product
type (ARMs and FRMs) for the years ended December 31, 2002, 2001, and 2000.
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For the Year Ended December 31,
2002 (1) 2001 000
Produet Type

ARMs 2.06% 0.05% 0.14%
2 year hybrids. . 35.67% 31.57% 22.48%

3 year hybrids. . 25.90% 21.89% 22.29%

5 year hybrids 0.37% 0.04% 0.03%

Total ARMs 64.00% 53.55% 44.94%

Fifteen year 4.52% 4.22% 457%

Thirty year.. . 22.55% 20.43% 16.51%

Balloons . 5.24% 19.70% 33.98%
. 3.69% 2.10% —

Total FRMs 36.00% 46.45% 55.06%

D Includes all called loans.

Loan Production by Borrewer Risk Classification

The following table sets forth information about our loan production by borrower risk
classification for the years ended December 31, 2002, 2001, and 2000.




For the Year Ended December 31,

2002 (2) 2001 2000
A+ Credit Loans (1)
Percentage of total purchases and originations 29.19% 17.95% 6.63%
Combined weighted average initial LTV .................. 78.73% 73.93% 77.46%
Weighted average median credit SCOTE .......cooovevuriirieisiiei e 660 676 648
Weighted average interest rate:
FRMs 7.90% 7.95% 9.49%
ARMs.... 7.64% 8.41% 9.85%
Gross margin — ARMs 4.77% 4.87% 4.90%
A Credit Loans (1)
Percentage of total purchases and originations .. 24.56% 18.51% 11.19%
Combined weighted average initial LTV............... 79.35% 79.85% 79.63%
Weighted average median credit SCOTE ...oevvverivrciriierieccneiensc e 613 619 620
Weighted average interest rate:
FRMS....ccoconviirnrnnnn 891% 9.68% 10.46%
ARMs ... 8.14% 895% 10.09%
Gross margin — 5.06% 5.20% 5.24%
A- Credit Loans (1)
Percentage of total purchases and originations 29.28% 35.66% 40.92%
Combined weighted average initial LTV 80.39% 81.09% 80.41%
Weighted average median credit SCOTE .........ccoovivrvrinivieireesiereme e 579 578 590
Weighted average interest rate:
9.43% 10.33% 10.83%
9.06% 9.77% 10.32%
5.76% 5.75% 5.95%
B Credit Loans (1)
Percentage of total purchases and originations 11.08% 16.58% 23.05%
Combined weighted average initial LTV 75.88% 76.53% -+ 76.81%
Weighted average median credit SCOTE .........oovvioeiirinsieermerincsiensaenree 554 547 556
Weighted average interest rate:
10.35% 11.23% 11.32%
9.90% 10.57% 10.69%
6.46% 6.42% 6.32%
C Credit Loans (1)
Percentage of total purchases and originations 491% 9.34% 14.43%
Combined weighted average initial LTV ... 71.74% 71.45% 72.46%
Weighted average median credit score ... 538 531 539
Weighted average interest rate:
11.52% 12.40% 12.27%
10.86% 11.58% 11.33%
6.80% 6.92% 6.75%
D Credit Loans (1)
Percentage of total purchases and originations ... 0.98% 1.96% 3.78%
Combined weighted average initial LTV ... 60.20% 59.90% 62.20%
Weighted average median credit SCOTE ........ooocoeriirieieieeii e 537 529 539
Weighted average interest rate:
12.20% 13.12% 13.49%
11.78% 12.48% 12.26%
7.74% 7.59% 7.37%

(1) The letter grade applied to each risk classification reflects our internal standards and do not necessarily correspond to
classifications used by other mortgage lenders.

(2) Includes all called loans.
Loan Production by Income Documentation

The following table sets forth information about our loan production based on income
documentation for the years ended December 31, 2002, 2001, and 2000.
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For the Year Ended December 31,

2002 (1) 2001 2000

Weighted Weighted Weighted

Average Average Average
Median Credit Median Credit Median Credit

% of Production Score % of Production Score % of Production Score
Income documentation

Full documentation ............cc.ccce..e. 72.68% 601 77.79% 590 76.00% 576
Limited documentation .. 6.47% 621 5.36% 607 6.41% 598
Stated income............. 20.59% 616 16.63% 602 17.11% 593
0.26% 639 0.22% 613 0.48% 598

Includes all called loans.

D

Loan Production by Borrower Purpose

The following table sets forth information about our loan production based on borrower
purpose for the years ended December 31, 2002, 2001, and 2000.

For the Year Ended December 31,
2002 (1) 2001 2000
69.89% 69.86% 59.49%

20.32% 20.93% 29.94%
9.79% 921% 10.57%

Borrower Purpose

" Includes all éalled loans.

0]

Loan Production Based Upon the Borrewer’s Credit Score

The following table sets forth information about our loan production based on the
borrower’s credit score for the years ended December 31, 2002, 2001, and 2000.

For the Year Ended December 31,

‘Weighted Average Median Credit Score 2002 (2) 2001 2000

DT00 (ot st b e se e 6.79% 7.41% 3.22%
700 to 651.. . 14.95% 11.73% 8.39%
B5010 60T ..ottt b ettt 29.02% 22.98% 21.55%
600 to 551.. s 26.60% 26.55% 31.38%
550 to 501.. - 18.93% 24.29% 27.41%
<500..... 1.34% 6.19% 5.88%
Unavailable 237% 0.85% 2.17%
Weighted Average Median Credit Score (1) 606 593 580

1) The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.

) Includes all called loans.

Geographic Distribution

The following table sets forth the percentage of all loans originated or purchased by the

Company by state for the periods shown.
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For the Year Ended December 31,

2002 2001 2000
CalifOIMIA.......c.ooiiirietii et ettt ere 24.23% 22.88% 22.37%
Florida...... . 7.83% 5.56% 5.38%
Virginia 5.39% 3.65% 2.80%
Georgia. . 5.28% 6.19% 4.19%
Texas........ . 5.14% 321% 4.24%
Maryland...... .. 3.87% 1.69% 1.27%
New York..... 3.38% 343% 1.79%
New Jersey ... 3.38% 2.69% 2.63%
Pennsylvania . 2.85% 315% 3.70%
Illinois ...... . 2.58% 3.78% 5.78%
Ohio...... 2.58% 4.38% 3.86%
Colorado... 2.30% 320% 3.04%
Connecticut .. 2.09% 1.33% 2.16%
Arizona......... 2.06% 1.78% 2.35%
Massachusetts... 2.00% 132% 0.90%
Washington .. 1.90% 2.10% 3.24%
Michigan ...... 1.84% 4.30% 5.33%
Minnesota. 1.72% 3.08% 2.07%
Missouri ... 1.67% 1.79% 1.72%
Oregon.. 1.64% 1.31% 1.64%
1.57% 1.81% 2.40%
1.51% 1.47% 1.25%
. 1.45% 1.96% 2.01%
OBRET ..ttt bbb 11.74% 13.94% 13.88%
TOAL .. et s e 100.00% 100.00% 100.00%

Securitization and Financing

As a fundamental part of our present business and financing strategy, we securitize
almost all of our mortgage loans. From time to time, we may choose to sell loans rather than
securitize them if we believe that market conditions present an opportunity to achieve a better
return through such sales. Since 1996, we have securitized approximately $13.2 billion of the
loans we originated or purchased, and intend to continue accessing the asset-backed
securitization market to provide long-term financing for our mortgage loans. We generate
earnings primarily from the net interest income and fees we record on the mortgage loans we
originate and purchase, both before and after securitization.

-In a typical securitization, pools of mortgage loans, together with the right to receive all
payments on the loans, are assembled and transferred to a trust. The trust issues certificates that
represent the right to receive a portion of the amounts collected on the loans each month. Most
of the trust certificates (referred to as “asset-backed securities™) are offered for sale to the public,
with the remainder either privately placed or retained by the company sponsoring the
securitization. Many of the certificates are assigned ratings by rating agencies such as Moody’s,
Standard & Poor’s, and Fitch. The trust agreement creating the securitization trust establishes
various classes of certificates, and assigns an order of rights to priority of payment to each class.
The trust agreement also provides for such administrative matters as the appointment of a trustee
of the trust, the servicing of the mortgage loans, and the monthly distribution of funds and
reports to the holders of the certificates.

We finance loans initially under one of several different secured and committed
warehouse financing facilities. When the loans are later securitized, we receive proceeds from
the securities issued by the securitization trust, and we use those proceeds to, among other uses,
pay off the related warehouse financing. Generally, as the company sponsoring the
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securitization, we are not legally obligated to make payments on the securities issued by the
securitization trust, although under accounting principles generally accepted in the United States
of America, (“GAAP”), applicable to our current portfolio-based accounting, such obligations
are included as liabilities on our consolidated balance sheet. We do, however, make certain
customary representations and warranties to each securitization trust, which, if violated, could
legally obligate us to repurchase some or all of the securitized loans from the trust. The asset-
backed securities issued by the securitization trust receive interest out of the interest collected on
the securitized loans and pay down as the securitized loans pay off.

Generally, the structure we employ in securitization transactions requires credit
enhancement. Overcollateralization is the method of credit enhancement that we have typically
used; however, we may elect to use different or additional methods of credit enhancement, such
as primary mortgage insurance, reserve funds, or other methods described in the prospectus filed
with respect to our subsidiaries’ asset-backed securities. By applying excess cash flow
(mortgage interest income net of interest on the asset-backed securities, losses, and servicing
fees) to pay down the asset-backed securities of the trust faster than the underlying mortgages,
we are able to create any required overcollateralization. Once the overcollateralization meets
predetermined levels, we will begin to receive the excess cash flow from the mortgage loans in
the trust. Depending upon the structure of the asset-backed securities and the performance of the
underlying loans, excess cash flow may not be distributed to us for 5 to @ months or more. These
excess amounts are derived from, and are affected by, the interplay of several economic factors:

o the extent to which the interest rates of the mortgage loans exceed the interest
rates of the related asset-backed securities;

o the creation of overcollateralization;

o the level of loss and delinquencies experienced on the securitized mortgage loans;
and

o the extent to which the loans are prepaid by borrowers in advance of scheduled
maturities.

For federal income tax purposes, we will elect to treat each of our securitizations as one
or more real estate mortgage investment conduits (“REMICs™). As a result of this election, we
will recognize taxable gain or loss upon the sale of asset-backed securities even though we will
not recognize gain or loss on securitization of mortgage loans for financial reporting purposes.
For purposes of computing such gain or loss, we are required to allocate our tax basis in the
mortgage loans contributed to the REMIC among the asset-backed securities issued by the
REMIC, including any asset-backed securities we retain. We recognize such taxable gain or loss
only with respect to the asset-backed securities we sell, utilizing the value of the retained interest
as a component of the gain.

Historically, we have typically held, and may continue in the future to hold, the residual
interests in some of the REMICs we create. A portion of the income we recognize that is
attributable to such residual interests, referred to as excess inclusions, is subject to special tax
treatment. Specifically, our taxable income for any taxable year can never be less than the sum
of our excess inclusions for the year. Thus, if we have excess inclusions for any year, we will
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have to pay federal income tax even if the sum of our otherwise allowable deductions and losses
for the year exceed our income (computed without regard to the excess inclusion rule) for the
year.

Competition

We face intense competition in the business of originating, purchasing, securitizing, and
servicing mortgage loans. Our competitors include consumer finance companies and other
diversified financial institutions, mortgage banking companies, commercial banks, credit unions,
savings and loans, credit card issuers, and insurance finance companies. Many traditional
mortgage lenders have begun to offer products similar to those we offer to our borrowers. Fannie
Mae and Freddie Mac have also expressed interest in adapting their programs to include non-
conforming products, and have begun to expand their operations into the sub-prime market. We
also expect increased competition over the Internet, as entry barriers are relatively low over the
Internet. Many of these competitors, including large financial corporations taking advantage of
consolidation opportunities in the industry, are substantially larger and have more capital, or
greater access to capital at lower costs, and greater technical and marketing resources than we
have. Efficiencies in the asset-backed securities market have generally created a desire for
increasingly larger transactions, giving companies with greater volumes of originations a
competitive advantage.

Competition in the industry can take many forms, including interest rate and cost of a
loan, convenience in obtaining a loan, customer service, amount and term of a loan, and
marketing and distribution channels. Additional competition may lower the rates we can charge
borrowers and potentially lower our net interest margin.

Our competitive position may be affected by fluctuations in interest rates and general
economic conditions. During periods of rising interest rates, competitors that have “locked in”
low borrowing costs may have a competitive advantage. During periods of declining interest
rates, competitors may solicit our borrowers to refinance their loans. During economic
slowdowns or recessions, our borrowers may face new financial difficulties, which may result in
increased defaults, and they may also be receptive to refinancing offers by our competitors.

We believe that our competitive strengths are:
° investment in technology to support operating efficiency, maintain credit decision
consistency, and drive loss mitigation efforts; '

o a disciplined approach to underwriting and servicing sub-prime mortgage loans
using sophisticated and integrated risk management techniques;

e customer-focused processing and underwriting teams that are responsive to
borrowers’ needs;

o structuring our financings to qualify for on-balance sheet accounting as opposed
to gain on sale accounting;




risk-based pricing using our historical performance databases to increase
predictability of our returns; and

® low cost fu'nding and liquidity availability through the asset-backed securities
market.

We believe these strengths enable us to produce higher-quality, better performing loans
than our competitors.

Regulation

The mortgage lending industry is highly regulated. Our business is subject to extensive
regulation and supervision by various federal, state, and local government authorities. As of
December 31, 2002, we were licensed or exempt from licensing requirements by the relevant
state banking or consumer credit agencies to originate first and second mortgages in 49 states.
We do not originate loans in the State of Alabama or the District of Columbia.

Our mortgage lending and servicing activities are subject to the provisions of various
federal and state statutes, including the Equal Credit Opportunity Act of 1974, as amended, the
Federal Truth-in-Lending Act and Regulation Z promulgated thereunder, the Home Ownership
and Equity Protection Act of 1994, the Fair Credit Reporting Act of 1970, as amended, the Real
Estate Settlement Procedures Act, the Fair Debt Collection Practices Act, the Home Mortgage
Disclosure Act, the Fair Housing Act, the Gramm-Leach-Bliley privacy legislation, applicable
state and local law and the rules and regulations of various federal, state, and local regulatory
agencies in connection with originating, purchasing, processing, underwriting, securitizing, and
servicing mortgage loans. These rules and regulations, among other things:

] impose licensing obligations on us;

°© establish eligibility criteria for moftgage loans;

e prohibit discrimination;

e require us to devote substantial resources to loan-by-loan analysis of points, fees,

benefits to borrowers, and other factors set forth in laws, which often differ
depending on the state, and in some cases the city or county, in which the
mortgaged property is located;

e require us to adhere to certain procedures regarding credit reports and personal
information on loan applicants;

® regulate assessment, collection, foreclosure and claims handling, investment and
interest payments on escrow balances, and payment features;

® mandate certain truth-in-iending and other disclosures and notices to borrowers;
and

e may fix maximum interest rates, fees, and mortgage loan amounts.

We incur substantial costs in implementing and maintaining the procedures required in
order for us to remain in compliance with these laws. These costs have increased in recent years,
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and are expected to continue to increase as a result of new laws passed by various states and
localities designed to prevent what such laws generally describe as “predatory lending”.
Compliance with these laws is complex and loan intensive. We have ceased doing business in
certain jurisdictions in which we believe the compliance requirements cannot be assured, at a
reasonable cost, with the degree of certainty that we require, and we may cease doing business in
additional jurisdictions where we, or our counterparties, make similar determinations with
respect to anti-predatory lending laws. Failure to comply with legal requirements in jurisdictions
where we do business can lead to, among other things, loss of approved licensing status,
demands for indemnification or mortgage loan repurchases, certain rights of rescission for
mortgage loans, class action lawsuits, administrative enforcement actions, and civil and criminal
penalties.

Employees

We employed 1,077 employees as of December 31, 2002. None of our employees are
represented by a union or covered by a collective bargaining agreement.

Executive Cfficers
QOur executive officers are as follows:

Michael L. Sawyer, Age 46. Mr. Sawyer is our Chief Executive Officer and a Director.
He has served as Saxon Mortgage’s President since December 1998. Before being named
President, Mr. Sawyer had served as a Director and our Senior Vice President of Underwriting
since 1995. Before joining Saxon, Mr. Sawyer served as Vice President and Director of Conduit
Funding for Household Financial Services from 1994 until 1995. From 1993 until 1994, Mr.
Sawyer was general manager and director of correspondent lending for Novus Financial
Corporation. From 1985 until 1993, Mr. Sawyer held various managerial positions for Ford
Consumer Finance, including regional underwriting manager and manager of operations. Mr.
Sawyer received his Bachelor’s degree in Liberal Arts from the University of Illinois, and
received his Masters of Business Administration from the University of California, Irvine.

Dennis G. Stowe, Age 42. Mr. Stowe is our President, Chief Operating Officer, and a
Director. He has served as President and Chief Executive Officer of Saxon Mortgage Services
and Senior Vice President of Saxon Mortgage since 1994. Before joining Saxon Mortgage
Services, Mr. Stowe was Vice President of Niagara Portfolio Management Corp. (Niagara),
responsible for management and liquidation of Goldome Credit Corporation (GCC) pursuant to
Niagara’s contract with the FDIC, serving as GCC’s Senior Vice President. Mr. Stowe received
his Bachelors of Business Administration in Accounting with honors from the University of
Texas at Arlington.

Bradley D. Adams, Age 37. Mr. Adams is our Executive Vice President of Capital
Markets. Mr. Adams has served as Executive Vice President of Capital Markets of Saxon Capital
since July 2002. Prior to this, Mr. Adams had served as Senior Vice President of Capital Markets
of Saxon Mortgage since 1999 and has run our loan securitization program since 1996. Before
joining Saxon in 1996, Mr. Adams was part of the portfolio management team at Resource
Mortgage Capital, Inc., Saxon’s parent company at the time. Mr. Adams has also held various
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positions in financial forecasting and management at Best Products Corporation, Hesa
Educational Corp., and Growth Capital Corp. Mr. Adams received his Bachelor of Science
degree in Finance, and his Master of Business Administration degree, from Virginia
Commonwealth University.

Robert B. Eastep, CPA, Age 39. Mr. Eastep is our Senior Vice President, Principal
Financial Officer and Chief Accounting Officer. Mr. Eastep has served as Saxon’s Principal
Financial Officer since June 2002 and as Saxon’s Senior Vice President and Chief Accounting
Officer since October 2000. Prior to this, Mr. Eastep had served as Saxon’s Vice President of
Strategic Planning since January 2001 and Saxon’s Vice President and Controller since April
1999. Before joining Saxon, Mr. Eastep worked at Cadmus Communications, a printing
company, as Director of Internal Audit from 1998 to 1999. Before that, Mr. Eastep served as
Vice President-Finance for Central Fidelity Bank, NA (now a part of Wachovia Corporation), a
commercial bank, from 1996 to 1998. Before 1996, Mr. Eastep was a Senicr Manager at KPMG
LLP, an international accounting firm. Mr. Eastep received his Bachelor of Science in Business
Administration with honors from West Virginia University. Mr. Eastep is a licensed Certified
Public Accountant in the Commonwealth of Virginia.

Bruce C. Morris, Age 57. Mr. Morris is our Vice President of Quality Control. Mr.
Morris has served as Saxon Mortgage’s Senior Vice President of Quality Control since 1998.
Before joining us, Mr. Morris was a Senior Asset Manager for SMAI, Inc., an independent
contract firm that managed the liquidation of failed financial institutions under contract with the
RTC/Federal Deposit Insurance Corporation from 1993 to 1997. Before that, Mr. Morris held
various senior management positions at Ritz-Cohen Joint Ventures and HomeFed Bank, SunBelt
Savings FSB. Mr. Morris received his Bachelor of Business Administration degree in Finance
and Economics from Stephen F. Austin University.

Richard D. Shepherd, Age 49. Mr. Shepherd is our Vice President, General Counsel, and
Secretary. Mr. Shepherd has served as Vice President, General Counsel and Assistant Secretary
of Saxon and Saxon Mortgage Services since 1997. Before being named Vice President and
General Counsel, Mr. Shepherd served as Assistant General Counsel and Assistant Secretary of
Saxon, Saxon Mortgage, Saxon Mortgage Services, and America’s MoneyLine. Before joining
Saxon Mortgage and Saxon Mortgage Services in 1995, Mr. Shepherd was an attorney at
Ragsdale, Beals, Hooper & Seigler and Robert Musselman and Associates, concentrating in real
estate finance matters. Mr. Shepherd received his Bachelor of Arts degree in Liberal Arts from
the University of Maryland, and received his Juris Doctor degree from the University of
Virginia.

David L. Dill, Age 39. Mr. Dill is our Vice President of Servicing. Mr. Dill has served as
Senior Vice President of Saxon Mortgage Services since August 1999, responsible for
management of the Performing Asset Division including customer service, collections, and
escrow administration. Mr. Dill joined Saxon Mortgage Services in 1998 as Vice President and
Loss Mitigation Manager, responsible for outbound collection and loss mitigation activities on
mortgage loans sixty or more days delinquent. Before joining Saxon Mortgage Services, Mr. Dill
held various managerial positions at North Dallas Bank and Trust from 1985 to 1998, most
recently as Vice President of Consumer Lending. Mr. Dill studied at North Lake Jr. College and
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has completed real estate lending courses and the Texas Bankers Association Consumer Lending
School.

James V. Smith, Age 44. Mr. Smith is our Vice President and General Manager of our
Wholesale Business Channel and has served in this capacity since February 2003. Before
joining Saxon, Mr. Smith was Executive Vice President and Chief Operating Cfficer of Origen
Financial L.L.C. From 1994 until 1995, Mr. Smith served as Assistant Vice President of Conduit
Funding for Household Financial Services in Pomona, California. From 1990 until 1994, Mr.
Smith was Executive Vice President for Genesis Management Group in Atlanta, Georgia. Mr.
Smith served as Senior Vice President for Barclays American Financial from 1988 until 1990.
From 1979 until 1988, Mr. Smith held various managerial positions with Meritor Credit
Corporation and Conseco Finance Corporation, including directing regional underwriting,
operations, servicing, sales and business development functions. Mr. Smith received his
Bachelors of Business Administration in Finance from Georgia State University in Atlanta,
Georgia.

Frederick R. Elflein, Jr., Age 39. Mr. Elflein is our Vice President and General Manager
of our Retail Production. Mr. Elflein has served in this capacity since 1997. Before joining us,
Mr. Elflein held various managerial positions at Household Finance Corporation from 1986 to
1997, most recently as Regional Vice President of the Western Sales Region. Mr. Elflein
received his Bachelor of Arts degree from Creighton University.

Jeffrey A. Haar, Age 36. Mr. Haar is our Vice President and General Manager of our
Correspondent Business Channel. Before being named Senior Vice President, Mr. Haar had
served as a Regional Account Manager for Saxon since 1997. Before joining Saxon, Mr. Haar
was Senior Vice President of Indy Mac’s Correspondent Lending Division from 1996 to 1997
and National Account Manager from 1993 to 1996. Prior to these positions, Mr. Haar was a
Retail Loan Officer for First Pacific Mortgage and Commerce Security Bank from 1990 to 1993.
Mr. Haar received his Bachelor of Business Administration in Finance from the University of
Toledo.

Risk Factors

You should carefully consider the risks described below. If any of the following risks
actually occurs, our business, financial condition, liquidity and results of operations could
suffer. You should also refer to the other information contained in this report, including our
consolidated financial statements and the related notes.

If we do not successfully implement our growth strategy, our financial performance could be
harmed.

We have experienced rapid growth, that has placed, and will continue to place, certain
pressures on our infrastructure. To maintain this level of growth, we may require additional
capital and other resources beyond what we currently have. We cannot assure you that we will be
able to: (1) meet our capital needs, (2) expand our systems effectively; (3) optimally allocate our
human resources; (4) identify and hire qualified employees; (5) satisfactorily perform our
production, servicing and securitization functions; or (6) effectively incorporate the components
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of any businesses that we may acquire in our effort to achieve growth. Our failure to manage this
growth effectively could significantly harm our results of operations, financial condition, and
business prospects. '

A prolonged economic slowdown or a lengthy or severe recession could harm our operations.

The risks associated with our business are more acute during periods of economic
slowdown or recession because these periods may be accompanied by decreased demand for
consumer credit and declining real estate values. We make a substantial number of loans to
credit-impaired borrowers and rates of delinquencies, foreclosures, and losses on these loans
could be higher during economic slowdowns. In addition, declining real estate values reduce the
ability for borrowers to use home equity to support borrowings because they negatively affect
loan-to-value ratics of the home equity collateral. Any sustained period of increased
delinquencies, foreclosures, or losses could adversely affect our ability to originate, purchase,
and securitize loans, which could significantly harm our cash flow, results of operations,
financial condition and business prospects.

We cannot be certain that we will continue to generate positive cash flows from our
operations, as this can be impacted by several issues, including a prolonged economic slowdown,
recession, fluctuations in interest rates, and management’s short-term and long-term strategic
planning,

We are subject to liguidity risks because we are dependent on financing facilities and
securitizations.

Our ability to fund current operations and accumulate loans for securitization depends to
a large extent upon our ability to secure short-term financing on acceptable terms. The
availability of these financing sources depends to some extent on factors outside of our control,
including regulatory capital treatment for unfunded bank lines of credit and the availability of
bank liquidity in general. During volatile times in the capital markets, access to warehouse
financing has beern severely constricted. If we are unable to extend or replace any of these
facilities, we will have to curtail our loan production activities and/or sell a substantial portion of
our loan production, which would have a material adverse effect on our business, financial
condition, liquidity, and results of operations.

We rely, and we expect to continue to rely, upon our ability to securitize our mortgage
loans to generate cash for repayment of short-term credit and warehouse facilities, and to finance
mortgage loans for the remainder of each mortgage loan’s life. We cannot assure you, however,
that we will continue to be successful in securitizing mortgage loans that we accumulate. Cur
ability to complete securitizations of our loans at favorable prices or at all will depend on a
number of factors, including conditions in the securities markets generally, conditions in the
asset-backed securities market specifically, the availability of credit enhancement on acceptable
economic terms or at all, and the performance of our portfolic of securitized loans.

[f it is not possible or economical for us to complete a securitization at optimal points in

time, we may exceed our capacity under our warehouse financing. This could require us to sell
the accumulated loans at a time when the market value of the loans is low, and potentially to
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incur a loss on the sale transaction. If we cannot generate sufficient liquidity upon any such sale,
we will be unable to continue our operations, grow our loan portfolio, and maintain our hedging
policy.

We face additional risks by securitizing our loans.

The use of securitizations with overcollateralization requirements may have a negative
impact on our cash flow.

Our securitization trusts generally provide that, if certain delinquencies and/or losses
exceed certain levels (which vary among the securitization trusts), as established by the
applicable rating agencies (or the financial guaranty insurer, if applicable), the required level of
overcollateralization may be increased or may be prevented from decreasing as would otherwise
be permitted if losses and/or delinquencies did not exceed such levels. Other tests (based on
delinquency levels or other criteria) may restrict our ability to receive excess cash flow from a
securitization transaction. We cannot assure that the performance tests will be satisfied. Nor can
we assure, in advance of completing negotiations with the rating agencies or other key
transaction parties, the actual terms of such delinquency tests, overcollateralization terms, cash
flow release mechanisms or other significant factors regarding the calculation of net excess
income to us. Failure to negotiate such terms on a favorable basis may materially and adversely
affect the availability of net excess income to us.

Generally, so long as excess cash flow is being directed to the senior securities of a
securitization trust to achieve overcollateralization, we will not receive distributions from the
related securitized pool. In addition, because the application of the excess cash flow to the senior
securities of a securitization trust is dependent upon the performance of the related mortgage
loans, there may be material variations in the amount, if any, of the excess cash flow distributed
to us from period to period, and there may be extended periods when we do not receive excess
cash flow. Any variations in the rate or timing of our receipt of distributions may adversely
affect our financial condition.

Even though we record net interest income as a result of excess amounts we receive in
our securitizations, we may not have the right to use this cash flow. To the extent we are unable
to use these amounts to fund our current business operations, we will be required to seek other
sources for our financing needs.

Our servicing rights may be terminated if we fail to satisfactorily perform our servicing
obligations.

We retain servicing rights upon the securitization of a pool of mortgage loans, and also provide
mortgage loan servicing for third parties. Currently 53.7% of the mortgage loans principal
balances we service are owned by third parties, including servicing rights pertaining to loans in
other securitizations. Our servicing rights may be terminated upon the occurrence of certain
events, generally if delinquencies or losses on the pool of loans in a particular securitization
exceed prescribed levels for an extended period of time. For seven securitizations that we have
servicing rights, delinquencies and losses currently exceed the prescribed levels. If the level of
delinquencies or losses is not reduced, our servicing rights may be subject to termination.
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We may be required to repurchase morigage loans that we have securitized or sold, or to
indemmnify holders of our asset-backed securities.

If any of the mortgage loans do not comply with the representations and warranties that
we make in connection with a securitization or loan sale, we may be required to repurchase those
loans and replace them with substitute loans. If this occurs, we may have to bear any associated
losses directly. In addition, in the case of loans that we have sold instead of securitized, we may
be required to indemnify persons for losses or expenses incurred as a result of a breach.
Repurchased loans typically are financed at a steep discount to the repurchase price, if at all. Any
significant repurchases or indemnifications could significantly harm our cash flow and results of
operations.

Our credit and warehouse facilities are subject to margin calls based on the facility providers’
opinion of the value of our morigage loans as collateral.

Our credit and warehouse facilities generally provide that the facility creditor may
reevaluate the current market value of cur mortgage loans serving as collateral for new or
outstanding borrowings at any time, and if the creditor determines that the market value of the
collateral supporting outstanding borrowings has declined, the creditor may require that we
immediately repay a portion of outstanding borrowings or provide additional loan collateral. Any
such margin call could significantly harm our cash flow, results of operations, financial condition
and business prospects.

We are subject to substantial risks associated with lending to lower credit grade borrowers.

We specialize in originating, purchasing, securitizing, and servicing mortgage loans to
credit-impaired borrowers and borrowers that have lower credit grades. Loans to lower credit
grade borrowers generally have higher-than-average delinquency, default and loss rates than
prime mortgage icans. Because we do not utilize gain-on-sale accounting for our securitizations,
loan delinquencies and defaults can cause reductions in our interest income and adversely affect
our operating results, both with respect to unsecuritized loans, as well as loans that we have
securitized. If loan delinquencies and losses exceed expected levels, the fair market value of the
mortgage loans held for investment and as collateral for warehouse borrowings, and the loan
servicing-related assets on our consolidated balance sheet, may be adversely affected. If
delinquencies and losses are greater than we expect, our ability to obtain financing and continue
to securitize loans on attractive terms may be adversely affected. If we underestimate the extent
of losses that our loans incur, or the reserves that we establish for such losses are insufficient,
then our income and results of operations will be adversely impacted.

We cannot be certain that our underwriting criteria or collection methods will afford
adequate protecticn against the higher risks associated with loans made to lower credit grade
borrowers. If we are unable to mitigate these risks, our cash flows, results of operations and
financial condition could be harmed.
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We are subject to reguiatory, legislative and litigation risks.

The nationwide scope of our originations exposes us to risks of noncompliance with an
increasing and inconsistent body of complex laws and regulations at the federal, state and local
levels.

Because we originate loans nationwide, we must comply with the laws and regulations,
as well as judicial and administrative decisions, of all relevant jurisdictions, as well as an
extensive body of federal laws and regulations. See “Business — Regulation.” The volume of
new or modified laws and regulations has increased in recent years, and, in addition, individual
municipalities have begun to enact laws that restrict loan origination activities, and in some cases
loan servicing activities, in those municipalities. The laws and regulations of each of these
jurisdictions are different, complex and, in some cases, in direct conflict with each other. As our
operations continue to grow, it may be more difficult to comprehensively identify, to accurately
interpret and to properly program our technology systems and effectively train our personnel
with respect to all of these laws and regulations, thereby potentially increasing our exposure to
the risks of noncompliance with these laws and regulations.

Our failure to comply with these laws can lead to:
e civil and criminal liability, including potential monetary penalties;

o loss of state licenses or other approved status required for continued lending and
servicing operations;

s legal defenses causing delaying or otherwise adversely affecting the servicer’s
ability to enforce loans, or giving the borrower the right to rescind or cancel the
loan transaction;

e demands for indemnification or loan repurchases from purchasers of our loans;
e class action lawsuits; and
e administrative enforcement actions.

New legislation may restrict our ability to make loans, negatively impeding our revenues.

In recent years, several federal, state and local laws, rules and regulations have been
adopted, or are under consideration, that are intended to eliminate so-called “predatory” lending
practices. Many of these laws and rules extend beyond curbing predatory lending to restricting
commonly accepted lending activities and would impose additional costly and burdensome
compliance requirements on us. These laws, rules and regulations impose certain restrictions on
loans on which certain points and fees or the annual percentage rate (“APR”) exceeds specified
thresholds. Some of these restrictions expose a lender to risks of litigation and regulatory
sanction no matter how carefully a loan is underwritten. In addition, an increasing number of
these laws, rules and regulations seek to impose liability for violations on purchasers of loans,
regardless of whether a purchaser knew of or participated in the violation.
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Although it is against our policy to engage in predatory lending practices, we have
generally avoided originating loans that exceed the APR or “points and fees” thresholds of these
laws, rules and regulations, except in the relatively small number of states whose laws relating to
“points and fees” thresholds allow, in our judgment, these loans to be made within our strict legal
compliance standards. In addition, the companies that buy our loans and/or provide financing for
our loan production operations may not want, and are not contractually required, to buy or
finance such loans. The continued enactment of these laws, rules and regulations may prevent us
from making certain loans and may cause us to reduce the APR or the points and fees on loans
that we do make. In addition, the difficulty of managing the compliance risks presented by these
laws, rules and regulations may decrease the availability of warehouse financing and the overall
demand for subprime loans. These laws, rules and regulations have increased our cost of doing
business as we have been required to develop systems and procedures to ensure that we do not
violate any aspect of these new requirements. If we decide to relax further our self-imposed
restrictions on originating and purchasing loans subject to these laws, we will be subject to
greater risks for actual or perceived non-compliance with such laws, rules and regulations,
including demands for indemnification or loan repurchases from our lenders and loan purchasers,
class action lawsuits, increased defenses to foreclosure of individual loans in default, individual
claims for significant monetary damages, and administrative enforcement actions. Any of the
foregoing could significantly harm cur business, cash flow, financial condition, liquidity and
results of operations.

We and our subsidiaries are from time to time engaged in various lawsuits, other
assertions of improper or fraudulent loan practices or lending violations, and other matters, and
we may have a number of unresolved claims pending.

While we intend to vigorously defend any such lawsuits, it is possible that an adverse
outcome in any potential litigation matters could subject us to significant monetary damages and
this amount could be material to our financial position.

Interest rate levels and fluctuations may adversely affect our earnings.

Our profitability may be directly affected by the level of, and fluctuations in, interest
rates, in various ways, including:

o Causing the variable interest rates that we pay to finance our operations to rise
above the fixed, or more restricted rates of interest we collect on our loans;

o Reducing overall demand for mortgage loans, and accordingly reducing our
production of new loans;

o Reducing the value of loans and servicing assets on our consolidated balance
sheet;
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e Causing the variable rate of interest on securities issued in securitizations to be
higher than the rate of interest of certain hybrid loans in the securitization pools
that pay a fixed rate of interest; and

¢ Causing prepayment speeds to increase, adversely impacting our interest income
Qur mortgage assets are susceptible to prepayment risx.

Prepayment rates on mortgage loans vary from time to time and may cause changes in the
amount of our net interest income. Prepayments tend to increase during periods of declining
interest rates. We seek to minimize prepayment risk through a variety of means, including
structuring a diversified portfolio with a variety of prepayment characteristics, and originating a
significant portion of loans containing prepayment penalties with terms of two to three years. No
strategy, however, can completely insulate us from prepayment risks, whether arising from the
effects of interest rate changes or otherwise.

Qur hedging strategies may not be successful in mitigating our risks associated with interest
rates.

We use various hedging strategies to provide a level of protection against interest rate
risks, but no hedging strategy can completely protect us. We cannot assure you that our hedging
transactions will offset the risks of changes in interest rates, and it is possible that there will be
periods during which we will incur losses after accounting for our hedging activities. In addition,
if the counterparties to our hedging transactions are unable to perform according to the terms of
the contracts, we may incur losses.

If many of our borrowers become subject to the Soldiers” and Sailors’ Civil Relief Act of 1940,
our cash flows and interest income may be adversely affected.

Under the Soldiers’ and Sailors’ Civil Relief Act of 1940, a borrower who enters military
service after the origination of his or her mortgage loan generally may not be charged interest
above an annual rate of 6%, and is restricted from exercising certain enforcement remedies,
during the period of the borrower’s active duty status. The Act also applies to a borrower who
was on reserve status and is called to active duty after origination of the mortgage loan. A
significant mobilization by the U.S. Armed Forces could increase the number of our borrowers
who are subject to this Act, thereby reducing our cash flow and the interest payments collected
from those borrowers, and in the event of default, delaying or preventing us from exercising the
remedies for default that otherwise would be available to us.

We may be subject to environmental risks

In the ordinary course of our business, from time to time we foreclose on properties
securing loans that are in default. There is a risk that hazardous or toxic waste could be found on
these properties and we may be held liable to a governmental entity or to third parties for
property damage, personal injury, and investigation and cleanup costs incurred in connection
with the contamination. To date, we have not been required to perform any material investigation
or clean up activities, nor have we been subject to any environmental claims. We cannot assure
you, however, that this will remain the case in the future.
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We are dependent on brokers and correspondent lenders for 72% of our loan production.

We depend, to a large extent, on brokers and correspondent lenders for our originations
and purchases of mortgage loans. Moreover, our total loan purchases from correspondent
lenders, historically, have been highly concentrated. Our top three correspondent lenders
accounted for approximately 36% of our correspondent loan volume and 10% of cur total
volume for the year ended December 31, 2002. Our brokers and correspondent lenders are not
contractually obligated to do business with us. Further, our competitors also have relationships
with our brokers and correspondent lenders, and actively compete with us in our efforts to
expand our broker and correspondent networks. Accordingly, we cannot assure you that we will
be successful in maintaining our existing relationships or expanding our broker and
correspondent networks which could negatively impact the volume and pricing of our loans,
which could have a material adverse effect on our results of operations.

We face intense competition that could adversely gffect our market share and revenues.

We face intense competition from finance and mortgage banking companies and, to a
growing extent, from traditional bank and thrift lenders who have entered the non-conforming
mortgage market. Government sponsored entities such as Fannie Mae and Freddie Mac, are also
expanding their participation in the non-conforming mortgage market. We also expect increased
competition over the Internet, where entry barriers are relatively low. As we seek to expand our
business further, we will face a significant number of competitors, many of whom wili be weil
established in the markets we seek to penetrate. The nature of the mortgage banking industry,
and the way business is conducted, is changing. Some of our competitors are much larger than
we are, have better name recognition than we do, and have far greater financial and other
resources.

The intense competition in the non-conforming mortgage market has also led to rapid
technological developments, evolving industry standards, and frequent releases of new products
and enhancements. As mortgage products are offered more widely through alternative
distribution channels, such as the Internet, we may be required to make significant changes to
our current retail structure and information systems to compete effectively. Our inability to
continue developing a successful Internet operation, or to adapt to other technological changes in
the industry, could have a material adverse effect on our business.

The need to maintain mortgage loan volume in this competitive environment creates a
risk of price competition in the mortgage industry. Competition in the industry can take many
forms, including interest rates and costs of a loan, convenience in obtaining a loan, customer
service, amount and term of a loan, and marketing and distribution channels. Price competition
would lower the interest rates that we are able to charge borrowers, which would lower our
interest income. Price-cutting or discounting reduces profits and will depress earnings if
sustained for any length of time. Increased competition may also reduce the volume of our loan
originations, purchases, and securitizations. Any increase in these pricing pressures could have a
material adverse effect on our business.
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Some provisions of our charter and bylaws may deter takeover attempis, which may limit the
opportunity of our stockholders to sell their shares at a faverable price.

Some of the provisions of our charter and bylaws could make it more difficult for a third
party to acquire us, even if doing so might be beneficial to our stockholders by providing them
with the opportunity to sell their shares at a premium to the then market price.

These provisions include the existence of a classified board of directors and the ability of
our board of directors to issue up to 1,000,000 shares of preferred stock, the terms of which may
be determined by the board at the time of issuance without further action by stockholders. These
terms of such preferred stock may include voting rights, including the right to vote as a series on
particular matters, preferences as to dividends and liquidation, conversion and redemption rights
and sinking fund provisions. No shares of preferred stock are currently outstanding and we have
no present plans for the issuance of any preferred stock. The issuance of any preferred stock,
however, could materially adversely affect the rights of holders of our common stock, and
therefore could reduce its value. In addition, specific rights granted to future holders of preferred
stock could be used to restrict our ability to merge with, or sell assets to, a third party. The ability
of the board of directors to issue preferred stock could make it more difficult, delay, discourage,
prevent or make it more costly to acquire or effect a change in control, thereby preserving the
current stockholders’ control.

Our bylaws contain provisions regulating the introduction of business at annual
stockholders’ meetings by anyone other than the board of directors.

Possible Volatility of Stock Price; Effect of Future Offerings on Market Price of Commnion
Stock.

The market price of our common stock may experience fluctuations that are unrelated to
our operating performance. In particular, the price of the common stock may be affected by
general market price movements as well as developments specifically related to the consumer
finance industry and the financial services sector such as, among other things, interest rate
movements, quarterly variations or changes in financial estimates by securities analysts and a
significant reduction in the price of the stock of another participant in the consumer finance
industry. This volatility may make it difficult for us to access the capital markets through
offerings of common stock, regardless of our financial performance.

Significant future sales of our common stock could have an adverse effect on the market for
our common stock.

Our common stock is traded on the Nasdaq National Market under the symbol "SAXN",
The development and maintenance of an active public trading market depends, however, upon
the existence of willing buyers and sellers, the presence of which is beyond our control or the
control of any market maker. While we are a publicly traded company, the volume of trading
activity in our stock is relatively limited. Even if a more active market develops, there can be no
assurance that such a market will continue, or that our stockholders will be able to sell their
shares at or above the offering price. 32,463,100 shares of our common stock are covered by a .
resale registration statement that became effective in January 2002 and some of these shares have
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not yet been sold. These remaining registered shares can be freely sold from time to time in the
market. The market price of our common stock could drop significantly if stockholders sell or
are perceived by the market as intending to sell large blocks of our shares.

Item 2. Properties

As of March 2003, our principal executive headquarters is located at 4860 Cox Road,
Suite 300, in Glen Allen, VA and contains 32,640 square feet. Our principal mortgage loan
origination headquarters is located at 4880 Cox Road in Glen Allen, VA and contains 59,948
square feet. Our principal mortgage loan servicing headquarters is located at 4708 Mercantile
Drive, Fort Worth, TX and contains approximately 60,000 square feet. The leases for these
premises expire on June 30, 2008, July 31, 2005 and September 30, 2009, respectively. We lease
property in the following metropolitan areas as of December 31, 2002: Phoenix, AZ; Foothiil
Ranch, CA; Denver, CO; Milford, CT; Ft. Lauderdale, FL; Tampa, FL; Atlanta, GA; Oakbrock
Terrace, IL; Kansas City, KS; New Orleans, LA; Livonia, MI; Greenbelt, MD; Las Vegas, NV;
Raleigh, NC; Cherry Hill, NJ; Buffalo, NY; Portland, OR; Nashville, TN; Dallas, TX; and
Richmond, VA. We lease property in the following metropolitan areas as of February 28, 2003:
Indianapolis, IN and Pittsburgh, PA. We do not consider any specific leased location to be
material to our operations. We believe that equally suitable alternative locations are available in
all areas where we currently do business. We also own a condominium unit in Glen Allen, VA
that is used for temporary corporate housing.

Item 3. Legal Proceedings

Because we are subject to many consumer protection laws, we are regularly involved in
numerous lawsuits filed against us by borrowers, some of which seek certification as class action
lawsuits on behalf of similarly situated borrowers. If class actions are certified and there is an
adverse outcome or we do not otherwise prevail in the following matters, we could suffer
material losses, although we intend to vigorously defend these lawsuits.

Paul Graham, et al. v. America’s MoneyLine, Inc. is a Collective Action Complaint filed
under the Federal Fair Labor Standards Act (“FLSA”) filed on January 30, 2003 in the United
States District Court, Central District of California as Case No. 03-0098. The suit alleges that
loan officers who routinely worked over 40 hours per week were denied overtime compensation
in viclation of the FLSA. The plaintiffs seek unpaid wages at the overtime rate, an equal amount
in liquidated damages, costs and attorneys fees. Under the FLSA, persons must take steps to
affirmatively opt in to the proceeding in order to participate as plaintiffs. At this time, we cannot
predict the number of loan officers and former loan officers that will opt into the proceeding, nor
can we predict the outcome of this matter with respect to those who do opt in as parties.

Josephine Coleman v. America’s MoneyLine. Inc. (‘AML”) is a class action filed on
November 19, 2002 in the Circuit Court of the Third Judicial Circuit, Madison County, Illinois,
as Case No. 02L1557. The suit alleges that AML charged the plaintiff a courier fee in connection
with the closing of her loan that that was not properly collected or disclosed, constituting
viclation of the Illinois Consumer Fraud Act and unjust enrichment as to the plaintiff and a
similarly situated class of borrowers. The suit seeks damages, with interest, and costs and
attorneys fees. At this time, we cannot predict the outcome of this matter.
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Margarita Barbosa, et al. v. Saxon Mortgage Services, Inc. ("SMSI™) and others, is a
class action filed in the United States District Court for the Northern District of Illinois, Eastern
Divisionas Case No. 02C6323. The suit alleges that SMSI unlawfully collected prepayment
penaities on loans that had been accelerated, constituting violation of the federal Fair Debt
Collection Practices Act, Illinois laws, and breach of contract. The suit seeks damages, with
interest, and costs and attorneys fees. At this time, we cannot predict the outcome of this matter.

Shirley Hagan v. Concept Mortgage Corp., Saxon Mortgage, Inc. (“SMI”) and others. is a
class action filed in the Circuit Court of Wayne County, Michigan. The suit alleges that the
defendant mortgage companies, including SMI violated the Home Ownership and Equity
Protection Act, the Truth in Lending Act, and the Real Estate Settlement Procedures Act with
respect to the fees and interest rate charged to plaintiff and the related loan disclosures, in
connection with the plaintiff’s loan and the loans of a similarly situated class of borrowers. The
suit seeks rescission of the affected loans, damages with interest, and costs and attorneys fees.

As of March 18, 2003 SMI had not been served with process in this case. At this time we cannot
predict the outcome of this matter.

Because the nature of our business involves the collection of numerous accounts, the
validity of liens and compliance with various state and federal lending laws, we are subject to
various other legal proceedings in the ordinary course of business. We do not believe that the
resolution of these lawsuits, individually or in the aggregate, will have a material adverse effect
on our business, cash flow, financial position or our results of operations.

Item 4. Submission of Matters to a Vote of Stockholders
None.
PART II
Item 5. Market for Registrant’s Commen Equity and Related Stockholder Matters

Our common stock has been listed for trading on the Nasdaq National Market under the
symbol “SAXN” since January 16, 2002. Prior to that time, including during the period covered
by this report, there was no public market for our common stock. On March 19, 2003, the last
reported price of our common stock on the Nasdaq National Market was $12.37 per share.
Based upon information supplied to us by the registrar and transfer agent for our common stock,
the number of common stockholders of record on March 19, 2003 was 2,269, not including
beneficial owners in nominee or street name. We believe that a significant number of shares of
our common stock are held in nominee name for beneficial owners. The following table sets
forth, for the periods indicated, the high and low sales prices per share of our common stock on
the Nasdaq National Market.
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2002
High Low

$1522 $10.50

First quarter (1)

Second quarter ...... $17.03 $14.00
Third quarter ... $16.15 $10.27
FOUTt QUATTET........eieritieiii ittt eb et sttt bt sas e it era s ene v $13.50 $8.15

Data for the first quarter 2002 is for the period January 16, 2002, the date our common stock began trading on Nasdaq,
through March 31, 2002.

M

We have never declared or paid any cash dividends on our common stock. We currently
intend to retain any earnings for use in our business and do not anticipate paying any cash
dividends in the foreseeable future. In addition, we are prohibited from paying dividends and
making distributions under certain of our credit facilities without the prior approval of our
lenders.

Ongoing Registered Offering

Pursuant to the registration rights agreement related to our 144A Offering, we filed a

- Shelf Registration Statement on Form S-1 (Registration Statement No. 333-71052) that was
declared effective by the SEC on January 15, 2002. We registered for resale a total of
32,463,100 shares of our common stock, including 50,000 shares owned by certain senior
executives and 4,413,000 shares of common stock that may be issued to certain of the selling
stockholders upon exercise of options and warrants. All of these shares were registered at our
expense for sale by selling stockholders and may be sold by them from time to time on an
ongoing basis. We have not received (and will not receive in the future) any proceeds from the
sale of common stock by the selling stockholders. Through December 31, 2002, we have
incurred expenses in connection with the offering totaling approximately $3.5 million.

Item 6. Selected Financial Data

The following selected financial data as of December 31, 2000, and 1999, for the period
January 1, 2001 to July 5, 2001, and for the years ended December 31, 2000, 1999, and 1998
have been derived from SCI Services, Inc.’s (“Predecessor”) consolidated financial statements,
which have been audited. The selected financial data as of December 31, 1998 has been derived
from the Predecessor’s consolidated financial statements, which have been audited by our
independent auditors.

The following selected financial data for Saxon Capital, Inc. for the year ended
December 31, 2002, the period July 6, 2001 to December 31, 2001, and as of December 31, 2002
and 2001 have been derived from our consolidated financial statements, which have been audited
by our independent auditors, and are included elsewhere herein.

You should read the information below along with all other financial information and
analysis presented in this Annual Report, including the sections captioned “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and our consolidated
financial statements and related notes included elsewhere herein.

Historically, we sold our mortgage loans, while retaining certain residual interests,
through securitizations structured as sales, with a corresponding one-time recognition of gain or
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loss, under GAAP. Since July 6, 2001, we structure our securitizations as financing transactions.
These securitizations do not meet the qualifying special purpose entity criteria under SFAS No.
140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities”, because after the loans are securitized, the securitization trust may acquire
derivatives relating to beneficial interests retained by us; also we as servicer, subject to
applicable contractual provisions, have sole discretion to use our best commercial judgment in
determining whether to sell or work out any loans securitized through the securitization trust that
become troubled. Accordingly, following a securitization, the mortgage loans remain on our
consolidated balance sheet, and the securitization indebtedness replaces the warehouse debt
associated with the securitized mortgage loans. We record interest income on the mortgage loans
and interest expense on the securities issued in the securitization over the life of the
securitization, and do not recognize a gain or loss upon completion of the securitization. This
accounting treatment more closely matches the recognition of income with the actual receipt of
cash payments, and is expected to decrease our earnings volatility compared to those companies
that structure their securitizations as sale transactions for GAAP purposes. This change may
significantly impact our future results of operations compared to our results for periods prior to
July 6, 2001. Therefore, Predecessor’s and Saxon Capital, Inc.’s historical results and
management’s discussion of such results may not be indicative of our future results.

Saxon Capital, Inc. (1) $CI Services, Inc. (Predecessor)
December 31, December 31,
2002 2001 2000 1999 1998

($ in thousands)
Balance Sheet Data:

Mortgage loan portfolio, net... $3,572,246 $1,702,481 $103,954 $121,445 $137,709
Interest-only residual assets.... — —_ 298,415 346,675 281,898
Mortgage servicing rights, net.... 24,971 33,847 47,834 40,416 34,523
Servicing related advances (2).... 102,558 101,645 30,847 28,735 15,735
Total assets..........ccoeverernee . 4,163,162 1,899,349 572,408 640,432 600,321
Warehouse financing... 474,442 283,370 88,225 110,465 137,123
Securitization financing.. 3,347,251 1,326,660 — — —
Total liabilities ........... 3,876,816 1,647,351 228,871 294,775 311,410
Stockholders’ equity.......cccooevrioirieerrniinnns 286,346 251,998 343,537 345,657 288,927
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Saxon Capital, Inc. (1) SCI Services, Inc. (Predecessor)
Year Ended December 31,
" For the Period For the Period
July 6,2001 to | January 1, 2001
Year Ended December 31, 1o July 5,
December 31, 2001 2001
. 2002
2000 1999 1998
($ in thousands)
Operating Data:
{nterest income $214,063 $50,328 $15,331 $34,444 $45.818 $35,794
Interest expense.... (87,068) (23,457) (11,524) (24,875) (21,342) (18,817)
Net interest income ................. . 126,995 26,871 3,807 9,569 24,476 16,977
Provision for montgage loan losses..........
(28,117) (11,861) (8,423) (6,403) (9,107) (4,363)
Net interest income after provision for
morigage loan 10sses.......c.ourererrenecn
. 98,878 15,010 (4,616) 3,166 15,369 12,614
Gain on sale of mortgage assets .............. 365 —_ 32,892 79,234 98,369 76,277
Servicing income, net of amortization.....
35,260 12,213 16,670 23,677 15,984 10,237
Total net revenues.... 134,503 27,223 44,946 106,077 129,722 99,128
General and administra
other eXpenses........ovovenne 90,293 37,467 43,798 70,236 63,538 51,116
Impairment of assets, net................ccrcevene — — 7,301 108,445 8,308 28,596
Impairment of predecessor goodwill ....... — — 44,963 — — —
Total expenses 90,293 37,467 96,062 178,681 71,846 79,712
Income (loss) before taxes... 44,210 (10,244) (51,116) (72,604) 57,876 19,416
Income tax expense (benefit) 16,833 (3,957 (21,609) (24,084) 21,228 7,398
Net income (1085) ........ccovreneeimrecrcrvensinnans $27,377 $(6,287) $(29,507) $(48,520) $36,648 $12,018
Basic earnings per common share (3)......
$0.97 $(0.22) $(1.05) $(1.73) $1.31 $0.43
Average common shares outstanding
(BASIC) .o remr i e rasreas 28,103,695 28,050,100 28,050,100 28,050,100 28,050,100 28,050,100
Diluted eamings per common share (3) ..
$0.94 $(0.22) $(1.05) $(1.73) $1.31 $0.43
Average common shares outstanding
(diluted) ....cooovervriviririrenree e 29,165,184 28,050,100 28,050,100 28,050,100 28,050,100 28,050,100
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Saxon Capital, Inc.(1) SCI Services, Inc. (Predecessor)
Year Ended December 31,
For the Period For the Period
Year Ended July 6,2001 to | January 1, 2001
December 31,  December 31, to July 5,
2002 2001 2001 2000 1999 1998
(3 in thousands)

Other Data:

Total mortgage loan production (4) .................. $2,484,074 $1,112,661 $1,220,575 $2,088,503  $2234,512 - $2,137,958
Wholesale production (4) ..........coccccveevernns 1,034278 501,780 463,607 712,746 1,011,652 801,634
Retail originations (4) ........ooocovcvmervrrrerescee 645,949 252,819 194,703 233,753 174,611 106,544
Correspondent production (4) ............ccccoee.. 615,288 358,062 562,265 1,142,004 1,048,249 1,229,780
Called loans (4)(5)............... 188,559 — — —— — -

Mortgage loans securitized 2,204,816 1,352,698 661,456 2,098,659 2,679,556 2,349,035

Total serviced assets at period end 7,575,560 6,355304 6,286,078 5,588,598 4,803,812 3,578,946

Average principal balance per loan serviced

at period end.... 3109 396 $95 $93 $100 $104

Number of retail branches at period end........... 20 17 16 16 14 14

Average number of wholesale account
EXECULIVES (6) .vovvvrerrieririia e 121 106 105 107 115 91

Ratios:

Average equity to average assets .................... 8.9% 154% 36.9% 56.8% 511% 50.1%

Return on average equity (7)... 102% (6.0)% (232)% (14.1)% 11.6% 4.8%

Return on average assets (7).... 0.9% 0.9)% (8.6)% (8.0)% 5.9% 24%

Operating expenses as a percentage of total }
serviced assets (7) .....ocorevnncrecenneieneiecninnes 1.2% 1.2% 1.4% 1.3% 1.3% 14%

Asset Quality Data

(Serviced Portfolio):

Total seriously delinquent including real
estate owned (8)......cooverrninnruininnienr s 113% 12.0% N/A 10.1% 8.0% 6.3%

Total seriously delinquent excluding real
118 OWNED v e 9.7% 102% N/A 8.7% 6.9% 5.4%

Annua losses on serviced portfolio as a
percentage of total serviced assefs............ 15% 13% N/A 0.8% 0.7% 0.4%

Asset Quality Data

(Saxon Capital, inc. Portfolio):

Total seriously delinquent including real
estate owned (8) 7.1% 3.8% — — —_ —

Total seriously delinquent excluding real
€SAte OWINEd ....oovoeceeeee e 6.4% 3.6% — — — —

Annual losses on serviced portfolio as a
percentage of total serviced assets............... 0.2% — — — —_ —

(1) - Weacquired all of the issued and outstanding capital stock of Predecessor from Dominion Capital on July 6,

2001.
2 During 2001, we changed our presentation of recording advances and recoveries from the securitizations from

a net basis to a gross basis.
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Earnings per common share for the periods prior to July 6, 2001 was calculated based upon the assumption
that the shares issued as of July 6, 2001 were outstanding for all periods presented.

“) Principal balances only.

%) Called loans occur upon exercise of the clean-up call option by us, as servicer or master servicer, of the
securitized pools of Predecessor for which Dominion Capital retained residual interests. In some cases the
rights to exercise the call option, as well as the pool of called loans, may be owned by an unaffiliated third
party. With respect to 2002, the clean-up call options in some instances were held by us and in others were
held by Dominion Capital.

©6) Includes area and regional sales management positions.

Q) Data for incomplete years have been annualized. :

8) Seriously delinquent is defined as loans that are 60 or more days delinquent, foreclosed, REC, or held by a
borrower who has declared bankruptcy and is 60 or more days contractually delinquent.

® The constant prepayment rate (CPR) means a prepayment assumption which represents a constant assumed

rate of prepayment each month relative to the then outstanding principal balance of a pool of mortgage loans
for the life of such mortgage loans.

Information not available.

Item 7. Management’s Discussion and Amalysis of Financial Condition and Results of
Operations

Management’s discussion and analysis of financial condition and results of operations
contained within this Annual Report is more clearly understood when read in conjunction with
our consolidated financial statements and the related notes. The notes to the consolidated
financial statements provide information about us and the basis of presentation used in this
Annual Report.

Acquisition of SCI Serviees, Inc.

We purchased all of the issued and outstanding shares of capital stock of SCI Services,
Inc., our predecessor, from Dominion Capital on July 6, 2001. We accounted for the acquisition
as a purchase in accordance with Statement of Financial Accounting Standards No. 141,
Business Combinarions, (SFAS No. 141). We purchased SCI Services for $170.3 million, which
was a price equal to SCI Services’ net tangible book value as of July 5, 2001, adjusted to take
into effect the distribution of assets and liabilities by SCI Services to Dominion Capital described
below that we did not purchase, plus a premium of $11.7 million primarily related to
unsecuritized mortgage loans. The aggregate purchase price was paid in the form of a $25
million five-year senior subordinated promissory note, which accrues interest at 8% annually,
and the remainder was paid in cash. We did not purchase any of SCI Services’ historical
goodwill or tax liabilities, or any of the interest-only residual assets and related hedges, or
subordinate bonds SCI Services retained in securitizations that occurred before our purchase.
SCI Services distributed these assets and liabilities to Dominion Capital immediately before the
closing.

Historical results on or prior to July 5, 2001 are those of SCI Services, Inc. (“Predecessor”) and
results subsequent to July 5, 2001 are those of Saxon Capital, Inc. (“Successor™). For the
purpose of management’s discussion and analysis, we have combined the results of Saxon
Capital, Inc. and SCI Services, Inc. and unless the context requires otherwise, reference to “we,”
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“us” and “our” refer to the combined results of Saxon Capital, Inc. and SCI Serviées, Inc. See
“—Consolidated Results—Comparability of Saxon Capital, Inc. and SCI Services, Inc.”

General

Initially, we finance each of our mortgage loans under one or more of several different
secured and committed warehouse financing facilities. We then securitize our mortgage loans
and pay off the associated warehouse borrowings. Prior to July 6, 2001, our securitizations were
structured as a sale of the loans, with a corresponding one-time recognition of gain or loss, under
GAAP. As a result of this accounting treatment, the mortgage loans were removed from our
balance sheet except for certain residual interests retained in our securitizations. Since May
1996, we have securitized approximately $13.2 billion in mortgage loans through our
securitization program. Since July 6, 2001, we structure our securitizations as financing
transactions. These securitizations do not meet the qualifying special purpose entity criteria
under SFAS 140 and related interpretations because after the loans are securitized, the
securitization trust may acquire derivatives relating to beneficial interests retained by us; also as
servicer, subject to applicable contractual provisions, we have sole discretion to use our best
commercial judgment in determining whether to sell or work out any loans securitized through
the securitization trust that become troubled. Accordingly, following a securitization, the
mortgage loans remain on our consolidated balance sheet, and the securitization indebtedness
replaces the warehouse debt associated with the securitized mortgage loans. We now record
interest income on the mortgage loans and interest expense on the securities issued in the
securitization over the life of the securitization, instead of recognizing a gain or loss upon
completion of the securitization. This change to “portfolio-based” accounting has and will
continue to significantly impact our future results of operations compared to our historical
results. Therefore, our historical results for periods prior to July 6, 2001 and management’s
discussion of such results may not be indicative of our future results. This accounting treatment,
however, more closely matches the recognition of income with the actual receipt of cash
payments on individual loans, and is expected to decrease our earnings volatility compared to
structuring securitizations as sales for GAAP purposes.

Critical Accounting Policies

Management’s Discussion and Analysis of Financial Condition and Results of Cperations
discusses our consolidated financial statements, which have been prepared in accordance with
GAAP. The preparation of these consolidated financial statements requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and the
disclosure of contingent assets and liabilities at the date of the consolidated financial statements
and the reported amounts of revenues and expenses during the reporting period. On an on-going
basis, management evaluates its estimates and judgments. Management bases its estimates and
judgments on historical experience and on various other factors that are believed to be reasonable
under the circumstances, the results of which form the basis for making judgments about the
carrying values of assets and liabilities that are not readily apparent from other sources. Actual
results may differ from these estimates under different assumptions or conditions.

Critical accounting policies are defined as those that are reflective of significant
judgments and uncertainties, and potentially result in materially different results under different
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assumptions and conditions. We believe that cur critical accounting policies are limited to those
described below. For additional discussion on the application of these and other accounting
policies, see Note 1 in the notes to the consolidated financial statements.

We believe the following represent our critical accounting policies and are discussed in
detail below:

Allowance for Loan Loss;

° Mortgage Servicing Rights Valuation;

) Hedging; and

° Accounting for Income Taxes.

Allowance for Loan Loss

The allowance for loan loss is established through the provision for loan losses, which is
charged to earnings on a monthly basis. The accounting estimate of the allowance for loan loss
is considered a critical accounting estimate as significant changes in the mortgage loan portfolio,
which includes both securitized and unsecuritized mortgage loans, and/or economic conditions
may affect the allowance for loan loss and our results of operations. The assumptions used by
management regarding these key estimates are highly uncertain and involve a great deal of
judgment.

Provisions are made to the allowance for loan loss for estimated existing losses in the
outstanding mortgage loan portfolio balances and for uncollected and advanced interest. The
allowance for loan losses is a significant estimate and is regularly evaluated by management for
adequacy by taking into consideration factors such as changes in the nature and volume of the
loan portfolio; trends in actual and forecasted portfolio performance and credit quality, including
delinquency, charge-off and bankruptcy rates; and current economic conditions that may affect a
borrower’s ability to pay. An internally developed roll rate analysis, static pool analysis and
historical losses are the primary tools used in analyzing our allowance for loan loss. These tools
take into consideration historical information regarding delinquency and loss severity experience
and apply that information to the portfolio at the reporting date. Beginning in April 2002, we
began utilizing the results of an enhanced version of the roll rate analysis that includes
prepayment assumptions. If actual results differ from our estimates, we may be required to
adjust our provision accordingly. Likewise, the use of different estimates or assumptions could
produce different provisions for loan losses. For example, as of December 31, 2002, if we were
to assume a 10% increase in both delinquencies and loss severities, our allowance for loan loss
and related provision would have increased by $3.1 million.

Mortgage Servicing Rights Valuation

Mortgage servicing rights (“MSRs”) are recorded based on the present value of the right
to service loans in & portfolio. The valuation of MSRs requires that we make estimates of
numerous market assumptions. Interest rates, prepayment speeds, servicing costs, discount rates,
and the payment performance of the underlying loans significantly affects our ongoing
valuations and the rate of amortization of MSRs. In general, during periods of declining interest
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rates, the value of MSRs decline due to increasing prepayments attributable to increased
mortgage refinancing activity.

The recorded values of the MSRs are amortized in proportion to, and over the period of,
the anticipated net cash flows from servicing the loans. MSRs are assessed periodically to
determine if there has been any impairment to the recorded balance, based on the fair value at the
date of the assessment and by stratifying the MSRs based on underlying loan characteristics,
including the year of capitalization. We obtained independent third-party appraisals to determine
the fair value of our MSRs at December 31, 2002 and will regularly obtain these appraisals. At
December 31, 2002, key economic assumptions and the sensitivity of the current fair value for
the MSRs to immediate changes in those assumptions were as follows:

December 31, 2602
(3 in thousands)

Fair value of MSRs $26,752
Expected weighted-average life (in years) 333
Weighted average constant prepayment rate 39CPR
Weighted average discount rate 13.50%
Constant Prepayment Rate:

Impact on fair value of 20% adverse effect (56,789)
Impact on fair value of 25% adverse effect ($8,066)
Impact on fair value of 50% adverse effect ($13,722)
Discount Rate:

Impact on fair value of 20% adverse effect (52,080)
Impact on fair value of 22% adverse effect (32,226)
Impact on fair value of 24% adverse effect (52,371)

These sensitivities are hypothetical and are for illustrative purposes only. As the table
above demonstrates, the methodology for estimating the fair value of MSRs is highly sensitive to
changes in assumptions. For example, our determination of fair value uses anticipated
prepayment speeds. Actual prepayment experience may differ and any difference may have a
material effect on the MSR fair value. Changes in fair value based on a variation in assumptions
generally cannot be extrapolated because the relationship of the change in assumption to the
change in fair value may not be linear. Also, in this table, the effect of a variation in a particular
assumption on the fair value of the MSRs is calculated without changing any other assumption.
In reality, changes in one factor may be associated with changes in another (for example,
increases in market interest rates may result in lower prepayments, but credit losses may
increase), which may magnify or counteract the sensitivities. Any measurement of an MSRs’
fair value is limited by the conditions existing and assumptions made as of a particular point in
time. Those assumptions may not be appropriate if they are applied to a different point in time.

Due to subsequent changes in economic and other relevant conditions, the actual rates of
prepayments and defaults and the value of collateral generally differed from our initial estimates,
and these differences are sometimes material. If actual prepayment and default rates are higher
than those assumed, less mortgage servicing income would be expected, which would adversely
affect the value of the MSRs. Significant changes in prepayment speeds, delinquencies, and
losses may result in impairment of most MSRs, and would be recorded in our consolidated
statements of operations.
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Hedging

We may use a variety of financial instruments to hedge our exposure to changes in
interest rates. We may enter into interest rate swap agreements, interest rate cap agreements,
interest rate floor agreements, financial forwards, financial futures, options on financial futures,
and Fannie Mae mortgage backed securities (“Interest Rate Agreements”) to manage our
sensitivity to changes in market interest rates. The Interest Rate Agreements we use have an
active secondary market, and none are obtained for a speculative nature, for instance, trading.
These Interest Rate Agreements are intended to provide income and cash flow to offset potential
reduced net interest income and cash flow under certain interest rate environments. At trade date,
these instruments and their hedging relationship are identified, designated, and documented.

All derivatives are recognized on the consolidated balance sheets at their fair value. On
the date the derivative contract is entered into, we designate the derivative as a cash flow hedge,
which hedges the variable rate debt of a recognized liability. Changes in the fair value of
derivatives are recorded in other assets. The determination of effectiveness is the primary
assumption and estimate used in hedging. The effectiveness attributable to the hedged risk is
recorded in other comprehensive income. Other comprehensive income is amortized or accreted
into earnings through interest expense as the hedged transaction affects earnings. Accordingly,
ineffectiveness related to changes in the fair value of hedging instruments is recognized in
current period earnings. The impact of accounting for our risk management activities may create
a level of ongoing non-economic volatility to reported earnings not experienced in the past due
to the application of the hedge accounting requirements.

Accounting for Income Taxes

Significant management judgment is required in developing our provision for income
taxes, including the determination of deferred tax assets and liabilities and any valuation
allowances that might be required against the deferred tax asset. As of December 31, 2002, we
have not recorded a valuation allowance on the deferred tax asset based on management’s belief
that operating income will, more likely than not, be sufficient to realize the benefit of these assets
over time. The evaluation of the need for a valuation allowance takes into consideration our
recent earnings history, current tax position, and estimates of taxable income in the near term.
The tax character (ordinary versus capital) and the carryforward periods of certain tax attributes
such as capital losses and tax credits must also be considered. Significant judgment is required
in considering the relative impact of negative and positive evidence related to the ability to
realize deferred tax assets. In the event that actual results differ from these estimates or if our
current trend of positive operating income changes, we may be required to record a valuation
allowance on our deferred tax assets, which could have a material adverse effect on our
consolidated financial condition and results of operations.

Consolidated Results
Comparability of Saxon Capital, Inc. and SCI Services, Inc.

Due to the varying time periods caused by our divestiture from Dominion Capital and the
nuances of changes in securitization structures more fully discussed above, direct comparison of
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net earnings for Saxon Capital, Inc. versus SCI Services, Inc. will be difficult. Specifically, the
following line items from our statement of operations are impacted by the divestiture or change
in our securitization structure:

]

[}

Net interest income before provision for loan loss;
Provision for loan loss;

Gain on securitization;

Impairment of residual assets, net; and

Impairment of SCI Services, Inc. goodwill.

We have added the results of SCI Services, Inc. and Saxon Capital, Inc. for their
respective periods during 2001 to determine the results for the year ended December 31, 2001 for
comparison purposes with the years ended December 31, 2002 and 2000. However, because of
the limited comparability as a result of the divestiture and the change in securitization structure,
as discussed above, the pro-forma combined results of Saxon Capital, Inc. and SCI Services, Inc.
for the year ended December 31, 2001 is not indicative of what the results of Saxon Capital, Inc.
would have been assuming our divestiture would have happened on January 1, 2001.
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Resuits of Operations

Saxon

Capital, Inc. (1) SCI Services, Inc. SCI Services, Inc.

For the Year For the Period For the Year For the
Ended July 6, 2601 to For the Ended December Year Ended
December 31, December 31, Period January 1, 31, 2001 Pro- December 31,
2002 2001 2001 to July 5,2001 Forma Combined 2060
(3 in thousands, except per share data)

Revenues:

INtErest iMCOME. .......cevvocrrereee e e e snssenes $214,063 $50,328 $15,331 365,659 $34,444
Interest expense (87,068) (23,457) (11,524) (34,981) (24,875)
Net interest income... 126,995 26,871 3,807 30,678 9,569
Provision for mortgage loan losses... . (28,117) (11,861) (8:423) (20,284) (6,403)

Net interest income after provisi mortgage
loan losses 98,878 15,010 (4,616) 10,3%4 3,166
Gain on sale of mortgage assets ... 365 — 32,892 32,892 79234
Servicing income, net of amortization.. 35,260 12213 16,670 28,883 23,677
Total net revenues 134,503 27223 44946 72,169 106,077

Expenses:

Payroll and related expenses, net.......... 50437 19,531 25220 44,751 32,445
General and administrative expenses ... 40,328 16,165 20,420 36,585 34,989
Impairment of residual assets, net ........ — —_— 7301 7,301 108,445
Impairment of goodwill .... — — 44963 44963 —
Other (income) expense (472) 1,771 (1,842) 1) 2,802
Total expenses ....... 90,293 37467 96,062 133,529 178,681
Income (loss) before taxes.... 44210 (10,244) (51,116) (61,360) (72,604)
Income tax expense (benefit) 16,833 (3,957) (21,609) (25,566) (24,084)
Net income (foss)..... e $27,377 $(6.287) $(29,507) $(35,794) $(48,520)

Earnings per common share: (2)
Average common shares = basic......c....ccoeoeomocrornronnens 28,103,695 28,050,100 28,050,100 28,050,100 28,050,100

Average common shares — diluted ... 29,165,184 28,050,100 28,050,100 28,050,100 28,050,100
Basic earnings per common share .... 3097 $(0.22) $(1.05) $(1.28) $(1.73)
Diluted eamings per common share .............c.ccoovcvveveriennn $0.94 $(0.22) $(1.05) $(1.28) $(1.73)
(89 Saxon Capital, Inc. acquired all of the issued and outstanding capital stock of SCI Services, Inc. from Dominion Capital
on July 6, 2001.
) Earnings per common share was calculated based upon the assumption that the shares issued as of July 6, 2001 were

outstanding for all periods presented.

Year Ended December 31, 2002 compared to Year Ended December 31, 2001
General

We reported net income of $27.4 million for 2002 compared to a net loss of $35.8 million
for 2001. The increase in net income in 2002 was primarily the result of the change in
accounting for our securitizations from gain on sale to portfolio accounting as of July 6, 2001,
which resulted in us having more mortgage loans on our consolidated balance sheets, and the
decrease in impairment charges relating to Predecessor goodwill.

Net Revenues

Net revenues increased $62.3 million to $134.5 million for 2002, from $72.2 million for
2001. The increase in net revenues was primarily attributable to our change in securitization
structure subsequent to July 5, 2001. See the discussion of individual net revenue components
below.
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Net interest income after provision for loan losses. Interest income primarily represents
the sum of interest earned on the mortgage loan portfolio, and interest earned on cash collection
balances. Interest expense includes the borrowing costs to finance mortgage loan originations
and purchases from our securitizations, to finance our servicing advances, and from our credit
facilities used to finance our mortgage loans prior to securitization. For the periods prior to July
6, 2001, the provision for mortgage loan loss included expenses recorded for losses we incurred
for defaults on loans held for sale before their securitization, and for losses incurred on certain
defaulted loans repurchased from a securitization due to either noncompliance with certain
representations and warranties or to decrease the level of delinquent loans in a securitization to
release excess cash flow. For periods subsequent to July 5, 2001, the provision for mortgage
loan loss includes expenses recorded for losses we incurred for defaults on unsecuritized
mortgage loans and for estimated losses on impaired securitized mortgage loans. See “Critical
Accounting Policies - Allowance for Loan Loss.”

Net interest income after provision for loan losses increased $88.5 million to $98.9
million for 2002, from $10.4 million for 2001. This increase was due to the following:

Interest Income

Interest income increased $148.4 million to $214.1 million for 2002, from $65.7 million
for 2001. The increase in interest income is due primarily from a result of our change in
securitization structure as of July 6, 2001, which requires portfolio accounting, and which
resulted in us having more mortgage loans on our consolidated balance sheets. We record
interest income on our mortgage loan portfolio. Prior to July 6, 2001, we only recorded interest
income on unsecuritized mortgage loans. Table 1 below represents the average yield on our
interest-earning assets for the years ended December 31, 2002 and 2001, respectively.

Table 1 - Interest Income Yield Analysis For the Year Ended December 31, 2002 compared to
the Year Ended December 31, 2001

Year Ended December 31, 2002 Year Ended December 31, 2001
Average Average Average
Average Balance Interest (1) Yield Balance Interest (1) Yield
(8 in thousands)

GIOSS oot $2,566,292 $232,332 9.05% $733297 $72,268 9.86%
Less amortization of basis adjustments (2)... — (18,287) 0.7H)% — (1,301) (0.18)%
Total interest-earning assetS....ooiaevernrens $2,566,292 $214,044 8.34% $733297 $70,967 9.68%

N Amount excludes provision for advanced interest and residual income.

) Basis adjustments include premiums, discounts, hedge basis adjustments, and net deferred origination costs.

Interest Expense

Interest expense increased $52.1 million to $87.1 million for 2002, from $35.0 million for
2001. The increase in interest expense is primarily related to our change in securitization
structure, which requires portfolio accounting, and which resulted in us having more debt on our
consolidated balance sheets. We record interest expense on securitization financing debt used to
finance our securitized loans and on warehouse financing prior to securitization. Prior to July 6,
2001, we only recorded interest expense to finance other mortgage loans. Table 2 below
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represents the average yield on our interest-bearing liabilities for the years ended December 31,
2002 and 2001, respectively.

Table 2 — Interest Expense Yield Analysis For the Year Ended December 31, 2002 compared to
the Year Ended December 31, 2001

Year Ended December 31, 2002 Year Ended December 31, 2001

Average Average Average Average
Balance Interest (1) Yield Balance Interest (1) Yield

(3 in thousands)

Warehouse financing..... $60,845 $1,888 3.10% $48,972 $2,594 5.30%
Repurchase agreements 276,634 6,733 243% 182,594 11,761 6.44%
Securitization financing

Gross 2,279,536 93,293 4.09% 453,339 19412 4.28%
Less amortization of basis adjustments (2)... — (19,089) (0.84)% — (2,768) (0.61%%
Net 2,279,536 74,204 3.26% . 453339 16,644 3.67%

Notes payable 25,000
Total interest-bearing liabilities ....corererinee $2,642,015

2,005 8.02% 73,858 4,635 6.28%
$84,830 3.21% $758,763 $35,634 4.70%

(1 Amount excludes loan buydown and legal fees associated with the warehouse facilities.
(2) Basis adjustments include deferred issuance costs, premiums and discounts on bonds, and other comprehensive income
related to cash flow hedges.

Provision for Mortgage Loan Losses

Provision for mortgage loan losses increased $7.8 million to $28.1 million for 2002, from
$20.3 for 2001. The increase is a result of our change in securitization structure during July
2001 and our use of portfolio accounting for the full year 2002, which resulted in us having more
mortgage loans on our consolidated balance sheets. We are now recording provisicns for
mortgage loan losses on our mortgage loan portfolio, which includes securitized loans and
unsecuritized loans, for probable existing losses. Before July 6, 2001, we only recorded
provision for mortgage loan losses for unsecuritized mortgage loans and, estimated losses for
securitized mortgage loans were accounted for as a component of our gain on sale of mortgage
assets.

Beginning in April 2002, we began utilizing the results of an enhanced version of our roll
rate analysis that includes prepayment assumptions. We did not make any other significant
changes in our reserve methodologies or assumptions during the year ended December 31, 2002.
We do expect that future delinquencies will increase primarily as a result of the aging of our loan
portfolio. Therefore, we expect our future provision for loan losses to increase.

Gain on Sale of Mortgage Assets

Gain on sale of mortgage assets decreased $32.5 million to $0.4 million for the year
ended December 31, 2002, from $32.9 million for the year ended December 31, 2001. This
decrease was attributable to our change in securitization structure subsequent to July 5, 2001.
After July 5, 2001, we no longer record a gain at the time of securitization and we record interest
income and loan loss provision over the life of the mortgage loans. The gain on sale of mortgage
assets recorded during the year ended December 31, 2002 was related to a cash sale of mortgage
assets and was not a securitization.
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Servicing Income

Servicing income, net of servicing rights amortization, represents all contractual and
ancillary servicing revenue (primarily late fees and electronic payment processing fees) for loans
we sold prior to July 6, 2001. Contractual servicing fees relating to loans securitized after July 6,
2001 is a component of interest income, due to our move to portfolio accounting. Prepayment
penalty income, also included within servicing income, represents all contractual income
received for loans in which a borrower chose to prepay before a contractual time period.
Servicing income, net of servicing rights amortization and impairment, increased $6.4 million to
$35.3 million for 2002, from $28.9 million for 2001. The increase was primarily due to the
increase in prepayment penalty income of $3.2 million and a decrease of approximately $7.4
million of amortization for the year ended December 31, 2002 as compared to the year ended
December 31, 2001, offset by an impairment charge during 2002 of $1.8 million and decreased
third party servicing income of $3.2 million. The information relating to the servicing income is
shown on Table 3 below:

Table 3—Servicing Income For the Year Ended December 31, 2002 compared to the Year Ended
December 31, 2001

Year Ended December 31,
2002 2001
($ in thousands)

Average servicing portfolio (1) ..ot $6,965,432 $5,971,951
Servicing income . $38,154 $49,059
Amortization and impairment(2)..........cccovortrerrerinnmrie e e eee $15,230 320,828
Servicing fEES (3)(4)... . vvvriieierie et 50 53
Prepayment penalty income (3)... 18 15
Other servicing income (3)(5) ..... . 5 14
Total servicing income (3) c...cooovceennenn . 73 82
Amortization and impairment (2)(3M5)......coco e 2 35
0)) Average servicing portfolio includes the Saxon Capital, Inc. portfolio; however, servicing income is not recognized

separately for these loans, but rather as a component of interest income.
2) Includes amortization of MSRs, and prior to our divestiture, amortization of prepayment penalties since Dominion

retained the related residual assets. Since the divestiture we record income associated with prepayment penalties.
3) In basis points.
) Includes master servicing fees received of $2,779, or 4 basis points, for the year ended December 31, 2002 and $2,451,

or 4 basis points, for the year ended December 31, 2001.

(5) Includes primarily late fees and electronic processing fees.

Our mortgage loan servicing portfolio, including loans recorded on the consolidated
balance sheet, increased $1.2 billion to $7.6 billion at December 31, 2002, from $6.4 billion at
December 31, 2001. The increase was due primarily to the origination and purchase of $2.5
billion of mortgage loans during the year ended December 31, 2002, the acquisition of servicing
rights related to approximately $1.1 billion of mortgage loans owned by non-affiliated
companies during the year ended December 31, 2002, offset by decreases caused by
prepayments and losses totaling $2.7 billion.
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Expenses

Total expenses decreased $43.2 million to $90.3 million for 2002, from $133.5 million
for 20C1. The item that impacted this decrease was primarily 2001°s impairment of SCI
Services, Inc.’s goodwill. These items are discussed in greater detail below.

Payroll and Related Expenses. Payroll and related expenses include salaries, benefits, -
and payroll taxes for all employees. Payroll and related expenses increased $5.6 million to $50.4
million for 2002, from $44.8 million for 2001. The increase was primarily due to the increase in
employees in 2002 versus 2001, and a $1.3 million pre-tax severance charge during the third

quarter of 2002.

We expect payroll and related expenses to increase in the future as we increase the
number of employees based on loan production growth and for additional employees needed for
being a public company. We employed 1,077 full-time employees as of December 31, 2002,

compared to 899 full-time employees as of December 31, 2001.

General and Administrative Expenses. General and administrative expenses consist
primarily of office rent, insurance, telephone, license fees, professional, travel and entertainment
expenses, depreciation, and advertising and promotional expenses. General and administrative
expenses increased $3.7 million to $40.3 million for 2002, from $36.6 million for 2001. The
increase was primarily due to increased costs associated with higher mortgage production, as
well as increased costs associated with opening additional retail branches. We expect general and
administration expenses to increase in future periods as we incur additional costs in anticipation
of new SEC regulations and pending changes in stock exchange listing requirements eminating
from the Sarbanes-Oxley Act of 2002, increased legal compliance costs, the expansion of our
retail facilities, and to some extent in proportion to future loan production growth.

Impairment of Assets. There was no impairment of goodwill or residual assets for the
year ended December 31, 2002 as compared to a goodwill impairment of $45.0 million and a
residual asset impairment of $7.3 million for the year ended December 31, 2001. The amount
recorded for the year ended December 31, 2001 was primarily related to the impairment of
Predecessor goodwill in connection with the divestiture. We do not expect to incur future
goodwill impairment charges.

Income Taxes. We recorded income tax expense of $16.8 million for the year ended
December 31, 2002 and a tax benefit of $25.6 million for the year ended December 31, 2001,
respectively. We experienced a 38.1% effective tax rate for 2002, compared to a 41.7% effective
tax benefit rate for 2001. During the quarter ended March 31, 2001, Dominion Resources, the
parent company of Dominion Capital, recorded a state income tax benefit at the consolidated tax
return level that was related to the recognition of net operating losses attributable to impairment
writedowns of our assets. We recorded a state income tax benefit of approximately $3.0 million
in the first six months of 2001. Due to our divestiture from Dominion Capital, the
aforementioned effective tax rates may not be indicative of future tax rates. If we had not been
subject to a consolidated tax return filing with Dominion Resources, our tax benefit would have
been reduced by $3.1 million and our effective tax rate for 2001 would have been 36.6%.
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Year Ended December 31, 2001 compared to Year Ended December 31, 2000
General

We reported a net loss of $35.8 million for 2001 compared to a net loss of $48.5 million
for 2000. The net loss in 2001 was primarily the result of the impairment of SCI Services, Inc.
goodwill of $45.0 million leading up to the divestiture of Saxon and the move away from gain on
sale to portfolio accounting. The net loss in 2000 was primarily the result of the impairment of
retained interests in ABS securitizations, or residuals, of $108.4 million.

Net Revenues

Net revenues decreased $33.9 million to $72.2 million for 2001, from $106.1 million for
2000. The decrease in net revenues was primarily attributable to our change in securitization
structure subsequent to July 5, 2001, as discussed above. After July 5, 2001, we no longer record
a gain at the time of securitization and we record interest income and loan loss provision over the
life of the mortgage loans. See the discussion of net revenue components below.

Net interest income after provision for loan losses. Interest income primarily represents
the sum of interest earned on mortgage loans securitized and unsecuritized mortgage loans, and
interest earned on cash collection balances. Interest expense includes the borrowing costs to
finance mortgage loan originations and purchases from our securitizations and from our credit
facilities used to finance our mortgage loans prior to securitization. For the periods prior to July
6, 2001, the provision for mortgage loan loss includes expenses recorded for losses we incurred
for defaults on loans held for sale before their securitization, and for losses incurred on certain
defaulted loans repurchased from a securitization due to either noncompliance with certain
representations and warranties or to decrease the level of delinquent loans in a securitization to
release excess cash flow. For the period July 6, 2001 to December 31, 2001, the provision for
mortgage loan loss includes expenses recorded for losses we incurred for defaults on
unsecuritized mortgage loans and for estimated existing losses on securitized mortgage loans.
See “Critical Accounting Policies - Allowance for Loan Loss.”

Net interest income after provision for loan losses increased $7.2 million to $10.4 million
for 2001, from $3.2 million for 2000. This increase was due to the following:

Interest Income

Interest income increased $31.3 million to $65.7 million for 2001, from $34.4 million for
2000. The increase in interest income is due primarily from a result of our change in
securitization structure, which requires portfolio accounting, as discussed above, and which
resulted in us having more mortgage loans on our consolidated balance sheets. We are now
recording interest income on our securitized loans and unsecuritized mortgage loans. Prior to
July 6, 2001, we only recorded interest income on unsecuritized mortgage loans. Table 1 below
represents the average yield on our interest-earning assets for the years ended December 31,
2001 and 2000, respectively.
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Table 1 - Interest Income Yield Analysis For the Year Ended December 31, 2001 compared to
the Year Ended December 31, 2000

Year Ended December 31, 2001 Year Ended December 31, 2000

Average Average
Average Balance Interest (1) Yield Average Balance Interest (1) Yield
($ in thousands)
GIOSS wovovercerterirres e eseareeeeereneesesensesecsnnecnnn $733297 $72,268 9.86% $235,191 $27,520 11.70%
Less amortization (2)......... — (1,301) (0.18)% — — —
Total interest-earning asselS o $733,297 $70,967 9.68% $235,191 $27,520 11.70%

Amount excludes provision for advanced interest and residual income.
Basis adjustments include premiums, discounts, hedge basis adjustments, and net deferred origination costs.

(1)
@

Interest Expense

Interest expense increased $10.1 million to $35.0 millicn for 2001, from $24.9 million for
2000. The increase in interest expense is primarily related to our change in securitization
structure, which requires portfolio accounting, as discussed previously, and which resulted in us
having more debt on our consolidated balance sheets. We are now recording interest expense on
securitization financing debt used to finance our securitized loans and on warehouse financing
prior to securitization. Prior to July 6, 2001, we only recorded interest expense to finance
unsecuritized mortgage loans. Table 2 below represents the average yield on our interest-bearing
liabilities for the years ended December 31, 2001 and 2000, respectively.

Table 2 — Interest Fxpense Yield Analysis For the Year Ended December 31, 2001 compared to
the Year Ended December 31, 2000

Year Ended December 31, 2001 Year Ended December 31, 2000
Average Average Average Average
Balance Interest (1) Yield Balance Interest (1) Yield
(3 in thousands)
Warehouse financing $48,972 $2,594 5.30% $23,720 $1,639 6.91%
Repurchase agreements ... 182,594 11,761 6.44% 211,659 14,541 6.87%
Securitization financing:..
GrOSS .ccorervenivninieiens . 453,339 19412 4.28% — — —
Less amortization ..o, — (2,768) 0.61)% — — —
Net 453,339 16,644 3.67% — — —
Notes payable 73,858 4,635 6.28% 119,170 8,044 6.75%
Total interest-bearing liabilities .....cur... $758,763 $35,634 4.70% $354,549 $24,224 6.83%
)] Amount excludes loan buydown and legal fees associated with the facility.

Provision for Loan Losses

. Provision for loan losses increased $13.9 million to $20.3 million for 2001, from $6.4 for
2000. The increase is a result of our change in securitization structure and required use of
portfolio accounting, which resulted in us having more mortgage loans on our consolidated
balance sheets. After July 5, 2001, we recorded provisions for loan losses on our mortgage loan
portfolio, which includes securitized loans and unsecuritized loans, for expected existing losses.
Before July 6, 2001, we only recorded provision for loan losses for unsecuritized mortgage
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loans. Before July 6, 2001, estimated losses for securitized loans were accounted for as a
component of our gain on sale of assets.

We did not make any significant changes in our reserve methodologies or assumptions
during the period July 6, 2001 to December 31, 2001. There has not been any significant
changes in our loan quality or loan concentrations during the period July 6, 2001 to December
31,2001. As expected, we did see a slight increase in our delinquent account levels at December
31, 2001, and increased our provision accordingly. We have determined that the increase was
due, in part, to the downturn in the economy as well as the aging of the loan portfolio, as
expected. We do expect that future delinquencies will increase primarily as a result of the aging
of our loan portfolio. Therefore, we expect our future provision for loan losses to increase.

Gain on Sale of Mortgage Assets

The information relating to the gain on sale of mortgage assets at the time of
securitization is shown on Table 3 below:

Table 3—Gain on sale of mortgage assets For the Year Ended December 31, 2001 compared to
the Year Ended December 31, 2000

SCI Services, Inc.
Period Ended July 5, Year Ended December 31,

2001(1) 2000
(3 in thousands)
Principal balance of loans SeCuritized ............cccoooiviviiieeriinininn e s $661,456 $2,098,659
Gain on sale of mortgage assets .................. $32,892 $79,234
Weighted average gain on securitization (2) 497 378
Premiums on loans securitized (2)(3).......... 208 229
Securitization related COSS (2)(3)...cvccviiiiimirienriiiniir et en et et aeares e 60 29
1 Because of our change in securitization structure, which requires portfolio accounting, we did not record any gains
from securitizations for the period July 6, 2001 to December 31, 2001.
(2) In basis points.
3) Includes, for example, underwriting, accounting, and legal costs, and Securities and Exchange Commission registration

fees directly related to the securitizations and net hedge activity.

The weighted average net gain on sale of mortgage assets at securitization increased in
2001 compared to 2000 due to lower premiums on loans securitized, more effective pricing of
the 2001 securitization, and a more favorable interest rate environment during 2001. Our lower
premiums on loans securitized in 2001 was a direct result of lower mortgage loan production in
our correspondent channel which typically carry higher premiums. Our more effective pricing of
the 2001 securitizations was a result of a declining interest rate environment during the
accumulation period for that securitization.

Servicing Income

Servicing income, net of servicing rights amortization, represents all contractual and
ancillary servicing revenue (primarily late fees and electronic payment processing fees) for loans
we sold prior to July 6, 2001. Beginning July 6, 2001, servicing income relating to loans
securitized thereafter is a component of interest income due to the move to portfolio accounting.
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Servicing income, net of servicing rights amortization, increased $5.2 million to $28.9 million
for 2001, from $23.7 million for 2000. The increase was due primarily to a higher average

servicing portfolio balance. The 1nformat10n relating to the servicing income is shown on Table
4 below:

Table 4—Servicing Income For the Year Ended December 31, 2001 compared to the Year Ended
December 31, 2000

Year Ended December 31,
2001 2000

(3 in thousands)
Average servicing portfolio $5,971,951 $5,233,423
$ 49,059 $ 47217

Servicing income................... FOOTRURPOON
Amortization of MSRs and prepayment penal

$ 20,828 § 22332

Servicing fees (1}(2).-.cocvveircnrene . 53 48
Prepayment penalty income (1) . 15 27
Other servicing income (1)(4).......... . 14 14
Total servicing INCOME (1) ..cvrvievecrnniiee et rerer e . 82 89
Amortization of MSRs and prepayment penalties (1) ..................... 35 43

In basis points.

1

2) Includes master servicing fees.

3) Prepayment penalty income decreased during the period July 6, 2001 to December 31, 2001 as the right to prepayment
penalty income related to loans securitized prior to July 6, 2001 was retained by Dominion Capital.

Includes primarily late fees and electronic processing fees.

@

Our mortgage loan servicing portfolio, including loans recorded on the consolidated
balance sheet, increased $0.8 billion to $6.4 billion at December 31, 2001, from $5.6 billion at
December 31, 2000. The increase was due primarily to the origination and purchase of mortgage
foans, and acquisition of $602.4 million of third party servicing, with the remainder of the
increase due to higher mortgage production during 2001 of $244.7 million, partially offset by
decreases caused by prepayments and losses.

Expenses

Total expenses decreased $45.2 million to $133.5 million for 2001, from $178.7 million
for 2000. The items that impacted this decrease were primarily 2000’s impairment of residual
assets and 2001°s impairment of SCI Services, Inc.’s goodwill. These items are discussed in
greater detail below.

Payroll and Related Expenses. Payroll and related expenses include salaries, benefits,
and payroll taxes for all employees. Payroll and related expenses increased $12.4 million to
$44.8 million for 2001, from $32.4 million for 2000. The increase was primarily due to the
increase in employees in 2001 versus 2000. In addition, certain management received retention
bonuses in 2001 which totaled $1.1 million.

We employed 899 full-time employees as of December 31, 2001, compared to 843 full-
time employees as of December 31, 2000.
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General and Administrative Expenses. General and administrative expenses consist
primarily of office rent, insurance, telephone, license fees, professional fees, travel and
entertainment expenses, depreciation and advertising and promotional expenses. General and
administrative expenses increased $1.6 million to $36.6 million for 2001, from $35.0 million for
2000. The increase was primarily due to increased costs associated with higher mortgage
production. In addition, we incurred $1.0 million due to costs associated with the divestiture.

Impairment of Residual Assets. Impairment of residual assets decreased to $7.3 million
for 2001 from $108.4 million for 2000. The decrease was primarily due to an impairment charge
taken in June of 2000 related to our increase of the discount rate on our residual and servicing
investments from 12% to 17% and the increase of the discount rate on our MSR’s from 12% to
15% to reflect changes in the estimates for the long term market discount rates. Since we now
account for our securitizations under portfolio accounting and do not record residual assets in
accordance with SFAS No. 140 we do not expect to incur any future impairment of residual asset
charges.

Impairment of SCI Services, Inc. Goodwill. Impairment of SCI Services, Inc. goodwill of
$45.0 million for 2001, was due to the sale of SCI Services, which resulted in the estimated
proceeds from the transaction being substantially the same as the adjusted book value of SCI
Services, excluding SCI Services, Inc.’s historical goodwill. SCI Services, Inc.’s historical
goodwill related to Dominion’s acquisition of Saxon in May 1996. No impairment of goodwill
occurred in 2000.

Income Taxes. We recorded income tax benefits of $25.6 million and $24.1 million for
the years ended December 31, 2001 and 2000, respectively. We experienced a 41.7% effective
tax benefit rate for 2001, compared to a 33.2% effective tax benefit rate for 2000. During the
quarter ended March 31, 2001, Dominion Resources Inc., the parent company of Dominion
Capital, recorded a state income tax benefit at the consolidated tax return level that was related to
the recognition of net operating losses attributable to impairment writedowns of our assets. We
recorded a state income tax benefit of approximately $3.0 million in the first six months of 2001.
Due to our divestiture from Dominion Capital, the aforementioned effective tax rates may not be
indicative of future tax rates. If we had not been subject to a consolidated tax return filing with
Dominion Resources, Inc. our tax benefit would have been reduced by $3.1 million and our
effective tax rate for 2001 and 2000 would have been 36.6% and 37.5%, respectively.

Business Segment Results

The operating segments reported below are the segments of the Company for which
separate financial information is available and for which revenues and operating income amounts
are evaluated regularly by management in deciding how to allocate resources and in assessing
performance.

Segment revenues and operating income amounts are evaluated and include the estimated
fair value of mortgage loans originated assuming they were sold, servicing income, other income
and expense, and general and administrative expenses. Estimated fair value of mortgage loans
originated represents the amount in excess of the segment’s basis in its loan production that
would be generated assuming the mortgage loans were sold.
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Certain amounts are not evaluated at the segment level and are included in the segment
net operating income (loss) reconciliation below. The unallocated gain (loss) on securitizations
represents the difference between the segment’s fair value of mortgage loans originated if they
were sold and the estimated gain on securitization. For periods subsequent to July 5, 2001, the
segment’s estimated fair value from a gain on sale of mortgage loans originated was required to
be eliminated since we now structure our securitizations as financing transactions.

Management does not identify assets to the segments and evaluates assets only at the
consolidated level. As such, only operating results for the segments are included herein.

Saxon Capital, Inc. Predecessor

July 6 to January 1 to
December 31, July 8,
2001 2001

2001 Combined

($ in thousands)

Segment Revenues:
Wholesale.........occoivinirimmmnrmncrmeemencens $30,930 $51,829 $27,760 $24,069 $24,309

Correspondent 11,173 18,113 9,229 8,884 12,047
Retail ......... 32,182 24,717 13,845 10,872 14,551
Servicing ... 34,753 28,231 11,681 16,550 25,208

Total SEZMENt TEVENUES ....o....vccerecvvrrvrerrsecsssssressennnn $105,038 $122.8%0 $62,515 $60,375 $76,115

Segment Operating Income (Loss):

WRHOIESALE ....cocvrecvrecrriinricnrennin e coreeninec e esereermsecsereons $13,683 $36,985 $21,128 $15,857 $8918
Correspondent 5277 12,110 6,504 5,606 5,558
Retail .............. 9,503 6,416 4292 2,124 (1,225)
SEIVACING (1).--vvvereceeecencceresnssnssssssss s 14337 8,283 1171 7,112 10,836
Total segment net operating income ..........ccocveeenne $42,800 $63,794 $33,095 $30,699 $24,087
Segment Net Operating Income Reconciliation
Total segment net operating income $42,800 $63,794 $33,095 $30,699 $24,087
Net interest income.........coco...e. 126,995 30,678 26,871 3,807 9,569
Provision for loan losses 8,117) (20,284) (11,861) (8,423) (6,403)
Unallocated (loss) gain on securitizations — (8,518) — (8,518) 23,994
Elimination of gain on sale (70,361) (50,604) (50,604) —_ —
Unallocated shared general and administrative expenses ..... (27,107) (24,162) (7,745) 16417) (15,406)
Residual losses (7,301) — (7,301) (108,445)
Impairment of assets — (44,963) — (44.963) —
Total consolidated income (loss) before taxes....................... $44,210 3(61,360) $(10,244) $(51,116) $(72,604)
¢))] The Company includes all costs to service mortgage loans within the servicing segment.

Wholesale

Our wholesale channel purchases and originates non-conforming residential mortgage
loans through relationships with various mortgage companies and mortgage brokers. We provide
a variety of mortgage products to help our brokers better service their borrowers. Mortgage
brokers identify applicants, help them complete loan application paperwork, gather required
information and documents, and act as our liaison with the borrower during the lending process.
We review and underwrite an application submitted by a broker, accept or reject the application,
determine the range of interest rates and other loan terms and, upon acceptance by the borrower
and satisfaction of all conditions to the loan, fund the loan. In some instances, brokers will close
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the loan using their sources of funds, and then sell us the closed loan after we underwrite it. By
relying on brokers to market our products and assist the borrower thronghout the loan application
process, we can increase loan volume through the wholesale channel without increasing
marketing, labor, and other overhead costs incurred in connection with retail loan production.

New brokers enter our wholesale network from various sources. Our account executives
and our website are the main sources for new brokers. Brokers must meet various requirements
and must complete the broker application package, provide evidence of a state license, articles of
incorporation, financial statements, resumes of key personnel, and other information as needed.
The wholesale channel’s management reviews this information to determine if the broker should
be approved. When appropriate, the application may be reviewed and investigated by the QC
Department before final approval.

Through the implementation of ScorePlus and our website, we are able to provide our
brokers with the ability to obtain online loan approvals and pricing in seconds. We believe the
power and convenience of online loan approvals increases loan volume for the broker and us. In
addition, our website provides brokers with loan status reports, product guidelines, loan pricing
and lock-ins, and many added features. We expect to continue to adapt Web-based technologies
to enhance our one-on-one relationships with our brokers.

During 2002, several key training initiatives were implemented for our account
executives, operations, and underwriting teams that focused on building a solid foundation for
superior service and faster customer response to our borrowers.

For 2003, management established the following key initiatives for our wholesale
channel. We expect the wholesale channel will focus appropriate resources on achieving their
respective initiatives:

® Implement an automated underwriting program accessible to our broker
customers.

o Implement the new account executive continued training program.

® Expand account executive sales force.

The following table sets forth selected information about our wholesale loan production
for the years ended December 31, 2002, 2001, and 2000:
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For the Year Ended December 31,
2002 2001 2000

(3 in thousands)
L0AN PIOGUEHION .....cvvcvecrecrri e ereeereecscanssnesssessesescosessresensesassesessassnessenes $1,034,278 $965,387 $712,746

Average principal balance per loan. . $142 8107 $92
Number of loans originated............cc.cocovinrinvecnincne 7,284 9,022 7,747
Combined weighted average initial LTV 79.26% 79.47% 78.94%
Percentage of first mortgage loans owner occupied .. . 92.87% 94.86% 94.15%
Percentage with prepayment penalty.................. . 78.64% 82.38% 83.04%
Weighted average median credit score (1) . . 605 588 583
Percentage FRIMIS ......cooverriiiiitiiniireenneeiceinicerentenrsn et se e an e reen 21.58% 37.81% 70.12%
Percentage ARMS .....cccoorieniiiriiciiie s e 78.42% 62.19% 29.88%
Weighted average interest rate:

FRIMS .ottt et senenennanan 9.12% 10.40% 1131%

ARMs.......ovririnnes 8.70% 9.94% 11.12%

Gross margin — ARMs (2) .. 5.25% 5.65% 5.89%
Average number of account executives.. 121 106 107
Volume per account executive ............... . $8,548 $9,107 $6,661
Loans originated per account €XeCULiVe ..........oorvivrein e nicisenseneiesinnens 60 85 72

The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.

M

2) The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to determine the
interest rate.

The following table highlights the net cost to produce loans for our wholesale channel for
the years ended December 31, 2002, 2001, and 2000:

Forthe Year Ended December 31, 2002 For the Year Ended December 31, 2001 For the Year Ended December 31, 2000

Incurred Deferred Recognized  Ingcurred Deferred ~ Recognized  Incurred Deferred Recognized

Fees collected

5 T @n 41 — (44) 44 — (35) 35 —
General and
administrative
production costs
(43¢ 273 (106) 167 245 (103) 142 317 (133) 184
Premium paid (1).. 95 (95) — 122 (122) — 169 (169) —
Net cost to
produce (1(3)...... 327 (160) 167 323 (181) 142 451 (267) 184
Net cost per loan
Yoo $4,680 $3,450 $4,158
mpoints.
@) Excludes corporate overhead costs and the impact of net deferred origination costs of 106 basis points, 103 basis points,

and 133 basis points, respectively. Includes depreciation expense.

3) Defined as general and administrative costs and premium paid, net of fees collected, divided by volume.

December 31, 2002 Compared to December 31, 2001

Wholesale segment revenues decreased $20.9 million to $30.9 million for the year ended
December 31, 2002 compared to $51.8 million for the year ended December 31, 2001. The
decrease of $20.1 million was due primarily to a lower segment economic value on mortgage
loan production, $22.2 million of which related to the declining interest rate environment in
2002, offset by an increase of $2.1 million related to an increase in mortgage loan production.
The remaining decrease was the result of lower origination fees of $0.8 million for the year
ending December 31, 2002,

58



Wholesale segment net operating income decreased $23.3 million to $13.7 million for the
year ended December 31, 2002 compared to $37.0 million for the year ended December 31,
2001. The decrease was due to lower segment revenues of $20.9 million, as well as $2.4 million
in overall higher general and administrative costs for the year ended December 31, 2002. The
higher general and administrative costs for the wholesale segment was due primarily to the
increase in the number of sales representatives added in 2002.

December 31, 2001 Compared to December 31, 2000

Wholesale segment revenues increased $27.5 million to $51.8 million for 2001 compared
to $24.3 million in 2000. The increase was due primarily to an increase in mortgage loan
originations of $965.4 million in 2001 compared to $712.7 million in 2000.

Wholesale segment net operating income increased $28.1 million to $37.0 million for
2001 compared to $8.9 million in 2000. The increase was due to higher segment revenues of
$27.5 million and $0.6 million overall lower general and administrative costs. Our overall
general and administrative costs decreased primarily by the consolidation of our three processing
centers into two.

Correspondent

We enter into loan purchase and sale agreements with mortgage bankers, banks, thrifts,
and credit unions to sell non-conforming residential mortgage loans to us through our
correspondent channel. Our correspondent lenders close their loans through their own financing.
After the loans are closed, the correspondent sells them to us through either flow or bulk
delivery. We had approximately 400 approved correspondent lenders as of December 31, 2002.

We seek to buy most of the loans we purchase from correspondent lenders on an
individual basis, That is, we re-underwrite and review the collateral for each loan on an
individual basis. This “flow-delivery” method of purchasing loans is the most profitable, and,
therefore, our preferred, option. We also make bulk purchases of loans in which our
correspondent lenders close the loans and hold them until they have a pool of loans ready to be
sold at one time. We still re-underwrite each loan and review all collateral before purchasing but,
in this case, the pool of loans is put up for bid by the correspondent and typically sold to the
purchaser offering the highest price. For the years ended December 31, 2002 and 2001, our
correspondent flow loan volume accounted for approximately 62% and 39%, respectively, of our
total correspondent channel loan production, as we continue to focus our efforts on the more
profitable flow portion of the business.

New correspondent lenders become our customers from various sources. Our account
executives and our website are the main sources for new correspondent lenders. Generally, to
become one of our approved correspondent lenders, a correspondent must meet various
requirements and must complete the seller application package, provide evidence of a state
license, articles of incorporation, financial statements, evidence of insurance and regulatory
compliance, a copy of quality control procedures, resumes of key personnel, and other
information as needed. Our QC Department reviews this information for final approval.
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In 2002, we introduced our online automated underwriting system and expanded its
capabilities to include pricing and credit decisions. We also streamlined the funding process
while broadening our customer base.

For 2003, management established the following key initiatives for our correspondent
business channel:

Increase the number and broaden the base of customers, while adding sales staff
to handle the additional customers.

Expand our automated underwriting program capabilities accessible to our
correspondent customers.

® Create new programs designed to offer existing customers new products and gain
additional market share.

Focus on career development and training for all positions.

The following table sets forth selected information about loans purchased by our
correspondent channel through bulk delivery for the years ended December 31, 2002, 2001, and

2000:

For the Year Ended December 31,
2002 2001 000

($ in thousands)

L0aN PrOdUCHON ...t cse et sar s $234,349 $564,569 $906,618
Average principal balance per10an ..........coooovceiiirconiininie s $133 $110 $106
Number of 10ans Originated.............cocoremrvirieereririrrccrrenreninnes 1,762 5,132 8,553
Combined weighted average initial LTV ........... 79.33% 76.65% 76.58%
Percentage of first mortgage loans owner occupied... 94.74% 94.07% 94.15%
Percentage with prepayment penalty ................. . 94.41% 84.80% 87.97%
Weighted average median credit $¢0re (1)..ovvnrerivienvronneniecirininns 585 589 580
Percentage FRMs. 21.79% 37.66% 29.20%
Percentage ARMs 78.21% 62.34% 70.80%
Weighted average interest rate:
9.10% 10.21% 10.72%
9.13% 10.16% 10.50%
Gross margin — ARMS (2) ..ot v, 7.08% 6.53% 6.34%

M
2

The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.

The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to determine the
interest rate.

The following table sets forth selected information about loans purchased by our

correspondent channel through flow delivery for the years ended December 31, 2002, 2001, and

2000:
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For the Year Ended December 31,

2002 2001 2000
(8 in thousands)
Loan production $380,939 $355,758 $235,386
Average principal balance per loan. $143 $125 $99
Number of loans originated................. 2,664 2,846 2,378
Combined weighted average initial LTV .......... 75.72% 72.56% 76.73%
Percentage of first mortgage loans owner occupied ... 95.58% 97.03% 96.33%
Percentage with prepayment penalty.................. 84.98% 86.76% 81.37%
Weighted average median credit score (1) . 600 607 579
Percentage FRMs 35.42% 59.47% 70.57%
Percentage ARMs 64.58% 40.53% 29.43%
Weighted average interest rate:
FRMS oot enenren et e tbenss s asabesie 8.98% 9.74% 11.20%

9.10% 9.96% 10.69%

5.34% 5.51% 5.81%
(0)) The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.
2) The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to determine the

interest rate.

The following table sets forth selected information about our sales representatives in our
correspondent channe] for the years ended December 31, 2002, 2001, and 2000:

For the Year Ended December 31,

2002 2001 2000
(3 in thousands)
Loan production — BUIK ..........c.coiiriuiicnniienscee e seeecscreeeenenee $234,349 $564,569 $906,618
Loan production = flow .....c...cocevciiriiinnviinennnnn, $380,939 $355,758 $235,386
Total loan production $615,288 $920,327 $1,142,004
Number of loans originated............. 4,426 7978 10,931
Average number of sales representatives . 6 6 6
Volume per sales representative.............. $102,548 $153,388 $190,344
Loan production per sales representative ............cccoooooeerirenincnnas 738 1,330 1,822

The following table highlights the net cost to produce loans for our correspondent
channel for the years ended December 31, 2002, 2001, and 2000:
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For the Year Ended December 31, 2002 For the Year Ended December 31, 2001 For the Year Ended December 31, 2000

Incurred DReferred Incurred Deferred Recognized  Incurred Deferred Recognized

Regognized

Fees collected
[ ) JS (@) — 7 %) — ) ) — 3)
General and

administrative

production costs

()]0 96 — 96 65 — 65 57 — 57
Premium paid (1).. 308 (308) - 305 (305) — 274 274) —
Net cost to
produce (1)(3) .......

Net cost per loan

(¢)) In basis points.
(2) Excludes corporate overhead costs. Includes depreciation expense.
3) Defined as general and administrative costs and premium paid, net of fees collected, divided by units of loan

production.

Our general and administrative costs, as measured in basis points, increased during the
year ended December 31, 2002 due to lower bulk purchase volume since fixed costs remained in
place in order to take advantage of opportunities in the bulk marketplace in the future. The
decreased volume of bulk purchases was a result of a strategic decision to reduce the bulk
production since volume in the more profitable flow production and wholesale and retail
channels increased significantly in 2002. The premiums paid on correspondent loans we
purchase fluctuate year to year based on market conditions. As we increase our flow business
and reduce our level of bulk purchases, we expect to see the profitability of our correspondent
channel increase.

December 31, 2062 Compared to December 31, 2001

Correspondent segment revenues decreased $6.9 million to $11.2 million for the year
ended December 31, 2002 compared to $18.1 million for the year ended December 31, 2001.
The decrease of $6.9 million was due primarily to a lower segment economic value on mortgage
loan production of $7.0, of which $1.8 million was related to the interest rate environment, and
$5.2 million related to a decrease in mortgage loan production. The decreased economic value
on mortgage loan production of $7.0 was offset by higher origination fees of $0.1 million during
the year ended December 31, 2002.

Correspondent segment net operating income decreased $6.8 million to $5.3 million for
the year ended December 31, 2002 compared to $12.1 million for the year ended December 31,
2001. The decrease was due to lower segment revenues of $6.9 million offset by a decrease in
general and administrative expenses of $0.1 million for the year ended December 31, 2002.

The decreased volume of bulk purchases was a result of our decision to reduce the bulk
production due to what we consider to have been unfavorable pricing conditions in that market
and our growth in our correspondent flow channel, as well as our strategic shift towards retail
loan originations.
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December 31, 2001 Conpared to December 31, 2000

Correspondent segment revenues increased $6.1 million to $18.1 million for 2001
compared to $12.0 million in 2000. The increase was due primarily to higher flow purchases,
which have higher profit margins.

Correspondent segment net operating income increased $6.5 million to $12.1 million for
2001 compared to $5.6 million in 2000. The increase was due to higher segment revenues of
$6.1 million offset by a decrease in general and administrative expenses of $0.4 million,
primarily due to lower originations.

Retail

Our retail channel is operated by our wholly-owned subsidiary, America’s MoneyLine.
We originate non-conforming mortgage loans directly to borrowers through America’s
MoneyLine’s 20 branch offices. These branches are located in the following metropolitan areas:
Phoenix, AZ; Foothill Ranch, CA; Denver, CO; Milford, CT; Ft. Lauderdale, FL; Tampa, FL,;
Atlanta, GA; Oakbrook Terrace, IL; Kansas City, KS; New Orleans, LA; Livonia, MI; Raleigh,
NC,; Cherry Hill, NJ; Buffalo, NY; Portland, OR; Nashville, TN; Dallas, TX; Ft. Worth, TX
(Retention Unit); Glen Allen, VA (Internet/Direct Unit); and Richmond, VA, There are 2
additional branch offices scheduled to open in Las Vegas, NV and Greenbelt MD in the first half
of 2003.

We interact with our borrowers through loan officers in our branch locations and direct-
to-the-borrower tools such as the Internet, telemarketing, or direct mailings. As part of our
efforts to manage credit risk, all loan underwriting, closing, funding, and shipping is done
centrally out of our headquarters in Glen Allen, VA. A typical retail branch consists of
approximately eleven employees: a branch manager, eight loan officers, and two loan
Processors.

In 2002, the retail channel focused on achieving growth through new branch openings as
well as development of current staff. Sales training focused on customer referrals in order to
establish branch customer bases as well as increase marketing efficiencies. Overall, our retail
channel funded $87.1 million in self-generated and customer-referred originations. in 2002, we
also opened new branches in the following markets: Milford, CT; Livonia, MI; Portland, OR
and Tampa, FL. These new branches funded $26.4 million in originations in the aggregate
during 2002, accounting for 4.1% of the retail channel’s total volume. We also focused on
diversifying and expanding our marketing efforts to include direct mail and telemarketing.
During 2002, the retail channel has funded $53.4 million in originations through direct mail and
telemarketing efforts.

For 2003, management established the following key initiatives for our retail business
channel:

o Expand our branch network in selected markets.

° Implement additional automation of our underwriting program for our staff.
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Expand our marketing capabilities to include telemarketing, direct mail, and
customer referral business.

Continue to focus on career development and training for all positions.

We intend to grow our retail channel and increase market share by opening offices in
selected markets. We review the top 40 metropolitan statistical areas to identify our target
markets based on the following initial statistics: number of households; homeownership rates;
home price ranges; unemployment rates; delinquency rates; median household income; and
available equity. In addition, we review competitors’ performance in those markets to identify
strategic opportunities for growth.

The following table sets forth selected information about our retail loan originations for
the years ended December 31, 2002, 2001, and 2000:

For the Year Ended December 31,
2002 2001 2000

(3 in thousands)

Loan originations e ————— $645,949 $447,522 $233,753
Average principal balance per loan $127 $117 387
Number of loans originated................ 5,086 3,825 2,687
Combined weighted average initial LTV .......... 79.47% 78.04% 77.13%
Percentage of first mortgage loans owner occupied . 95.85% 97.82% 96.70%
Percentage with prepayment penalty...... 76.07% 81.59% 70.66%
Weighted average median credit score (1) 615 611 601
Percentage FRMs 57.28% 67.02% 94.44%
Percentage ARMs 42.72% 32.98% 5.56%
Weighted average interest rate:

FRMS ittt ettt 8.16% 8.98% 10.39%

ARMs...... 831% 9.26% 10.91%

Gross margin — ARMs (2) .. 5.70% 5.57% 6.38%
Average number of loan officers. . 174 129 108
Volume per 10an officer ..........coooeiviereceieer e $3,712 $3,469 $2,164
Loans originated per 10an officer ...........ocovvervierivrenriiniriveninnns 29 30 25
€)) The credit score is determined based on the median of FICO, Empirica, and Beacon credit scores.
2) The gross margin is the amount added to the applicable index rate, subject to rate caps and limits, to determine the

interest rate.

The following table highlights the net cost to produce loans for our retail channel for the
years ended December 31, 2002, 2001, and 2000:
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For the Year Ended December 31, 2002 For the Year Ended December 31, 2001 For the Year Ended December 31, 2000

Incurred Deferred Recognized  Incurred Deferred Recognized  Incurred Deferred Recognized

Fees collected

6 T (245) 245 — (255) 255 — (238) 238 —
General and
administrative
production costs
(@)oo 491 (140) 351 492 (154) 338 776 (241) 535
Net cost to
produce (1)(3)....... 246 105 351 237 101 338 538 3) 535
Net cost per loan .
) T 83,154 _$2,782 84,667

0] In basis points.

(2) Excludes corporate overhead costs and the impact of net deferred origination costs of 140 basis points, 154 basis points,

and 241 basis points for 2002, 2001, and 2000 respectively. Includes depreciation expense.

3) Defined as general and administrative costs, net of fees collected, divided by units of loan origination.
December 31, 2002 Compared to December 31, 2001

Retail segment revenues increased $7.5 million to $32.2 million for the year ended
December 31, 2002 compared to $24.7 million for the year ended December 31, 2001. The
increase of $7.5 million was due primarily to higher origination fees of $1.6 million and a higher
segment economic value on mortgage loan originations of $5.9 million, of which $9.0 million of
the increase was related to an increase in mortgage loan originations, offset by $3.1 million
related to the interest rate environment.

Retail segment net operating income increased $3.1 million to $9.5 million for the year
ended December 31, 2002 compared to $6.4 million for the year ended December 31, 2001. The
increase was due to higher segment revenues of $7.5 million, offset by $4.4 million in higher
general and administrative costs related to the expansion of the branch network and call center.

December 31, 2001 Compared to December 31, 2000

Retail segment revenues increased $10.1 million to $24.7 million for 2001 compared to
$14.6 million in 2000. The increase was primarily due to an increase in mortgage loan
originations of $447.5 million in 2001 compared to $233.8 million in 2000.

Retail segment net operating income increased $7.6 million to $6.4 million for 2001
compared to $(1.2) million in 2000. The increase was due to higher segment revenues of $10.1
million offset by $2.5 million in higher general and administrative costs related to the expansion
of the branch network and call center.

Servicing

Once we originate or purchase a mortgage loan, our wholly-owned subsidiary, Saxon
Mortgage Services, begins the process of servicing the loan, seeking to ensure that the loan is
repaid in accordance with its terms. Our Life of the Loan Credit Risk Management strategy is
applied to every loan in our servicing portfolio. The inherent risk of delinquency and loss
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associated with sub-prime loans requires active communication with our borrowers. Beginning
with an introductory call made as soon as seven days following the origination or purchase of a
mortgage loan, we attempt to establish a consistent payment relationship with the borrower. In
addition, our call center uses a predictive dialer to create calling campaigns for delinquent loans
based upon the borrower’s historical payment patterns and the borrower’s risk profile. Cur
technology delivers extensive data regarding the loan and the borrower to the desktop of the
individual providing service. Contact with our borrower is tailored to reflect the borrower’s
payment habit, loan risk profile, and loan status. Borrower contact is initiated through outbound
telephone campaigns, monthly billing statements, and direct mail. Qur website provides
borrowers with access to account information and online payment alternatives.

To enhance our relationship with our borrowers, we upgraded our call management
system to support more intuitive customer service strategies, increased our loss mitigation
capabilities by implementing an online decision support system, and launched an advanced
customer service website delivering a full range of service and up-to-date information to our
borrower’s desktop. Immediate access to information regarding the borrower’s situation and
desktop delivery of this information to cur employees within a decision support framework
(Asset Planner and our DRP system) remain critical to our success. In addition, we have invested
in technology for our payment processing department that will not only allow quicker processing
of payments, but, more importantly, will also improve our ability to handle payment exceptions
quickly—a key to successful sub-prime mortgage servicing.

We intend to continue to develop our website to improve customer service and expand
business-to-business initiatives to enhance performance in default and timeline management. We
are now able to deliver online access to selected loan documents and an online interview guiding
our borrower through alternatives to foreclosure.

Once an account becomes thirty days delinquent, the borrower receives a breach notice
allowing thirty days, or more if required by applicable state law, to cure the default before the
account is referred for foreclosure. The call center continues active collection campaigns and
may offer the borrower relief through a forbearance plan designed to resolve the delinquency in
ninety days or less.

Accounis moving from thirty days delinquent to sixty or more days delinquent are
transferred to the Loss Mitigation department, which is supported by the predictive dialer, as
well as the Asset Planner system, our third generation loss mitigation decision support engine.
Asset Planner supports the loss mitigation representatives in choosing a collection strategy that is
designed to minimize the loss on the defaulted loan. Asset Planner considers updated property
value information, the borrower’s current credit profile, and foreclosure and real estate marketing
timelines to determine the best alternative to foreclosure. The Loss Mitigation department
continues to actively attempt to resolve the delinquency while our foreclosure department refers
the file to local counsel to begin the foreclosure process.

Delinquent accounts not resolved through collection and loss mitigation activities are
foreclosed in accordance with state and local laws. Foreclosure timelines are managed through
an event planner built into the loan servicing system. The event planner schedules key dates
throughout the foreciosure process, enhancing our ability to monitor and manage foreclosure
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counsel. Properties acquired through foreclosure are transferred to the Real Estate Owned
department to manage eviction and marketing of the properties.

Once the properties are vacant, they are listed with one of four national asset
management firms who develop a marketing strategy designed to ensure the highest net recovery
upon liquidation. The Real Estate Gwned department monitors these asset managers. Property
listings are reviewed monthly to ensure the properties are properly maintained and actively
marketed.

Our Delinquency and Loss Experience

As we expected, we have seen an increase in delinquencies in the Saxon Capital, Inc.
portfolio in 2002 due to the aging of our portfolio as well as the growth of our portfolio in
relation to our total servicing portfolio. However, we have experienced decreased delinquencies
during 2002 in our total servicing portfolio due to new mortgage loan production having a much
higher credit grade. The following tables set forth information about the delinquency and loss
experience of the mortgage loans we service (which are primarily loans we have originated or
purchased and have been or will be securitized for the periods indicated).
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Years Ended December 31
2001

Saxon Capital, Total Saxon Total Total
Total Delinquencies and Loss Experience (1) Inc. Portfolio Servicing Capital. Inc. Servicing Servicing
Portfolio Portfolio Portfolio Portfolio
(% in thousands)
Total outstanding principal balance (at period end) $3,505,255 $7,575,560 $1,665,060 $6,483,482 $5,588,598
Delinquency (at period end):
30-59 days:
Principal balance $209,600 $504,229 $133,261 $648,986 $381,574
Delinquency percentage 5.98% 6.66% 8.00% 10.01% 6.83%
60-89 days:
Principal balance $68,263 $160,058 $22,202 $126,723 $92,011
Delinquency percentage 1.95% 2.11% 1.33% 1.95% 1.65%
90 days or more:
Principal balance $37,685 $110,260 $9,153 $78,121 $31,287
Delinquency percentage 1.08% 1.46% 0.55% 1.20% 0.60%
Bankruptcies (3):
Principal balance ..........ccocoovvreciniein e $55,339 $277,447 $7,332 $215.213 $168,074
Delinquency percentage 1.58% 3.66% 0.44% 3.32% 3.01%
Foreclosures:
Principal balance $78,910 $245,069 $24,308 $277,742 $223,617
Delinquency percentage ... 225% 3.23% 1.46% 4.28% 4.00%
Real Estate Owned:
Principal balance .........cccoooeernincieiee e $22,878 $118,960 $3,578 $116,252 $77.479
Delinquency percentage 0.65% 1.57% 0.21% 1.79% 1.39%
Total Seriously Delinquent including reaf estate owned (4) ........... 7.06% 11.25% 381% 11.95% 10.09%
Total Seriously Delinquent excluding real estate owned................ 6.41% 9.68% 3.59% 10.15% 8.70%
Net losses on liquidated loans — trust basis (5)......... $6,474 $113,389 $20 $81,363 $44,086
Net losses on liquidated loans — GAAP basis $14,097 n/a $1315 n/a n/a
Percentage of [osses on liquidated loans 0.18% 1.50% — 1.28% 0.84%
Loss severity on liquidated 10805 (6)..........ccocoevvrimrirneceiinrerrnn, 24.75% 38.81% 4.79% 37.10% 34.43%
) Includes all loans serviced by Saxon Capital, Inc.
2) Saxon Capital, Inc. began structuring their securitizations as financing transactions beginning July 6, 2001; therefore
there were no portfolio balances prior to July 6, 2001.
3) Bankruptcies include both non-performing and performing loans in which the related borrower is in bankruptcy.
4 Seriously delinquent is defined as loans that are 60 or more days delinquent, foreclosed, REO, or held by a borrower
who has declared bankruptcy and is 60 or more days contractually delinquent.
©) Net losses on liquidated loans for the Saxon Capital, Inc. portfolio exclude losses of $12.6 million relating to sales of
delinquent called loans purchased at a discount and certain recoveries during 2002.
(6) Loss severity is defined as the total loss claims divided by the actual unpaid principal balance at the time of liquidation.

Total loss claims include all accrued interest, fees and principal balances.
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For the Year Ended December 31,

2002 2001 2000 (2)
Bankruptcy Delinquencies and Loss Statistics (1) Saxon Total Saxon Capital Total Total
Capital. Inc. Servicing Inc. Portfolio Servicing Servicing
Portfolio Portfolio Portfolio Portfolio
($ in thousands)
Contractually current bankruptcies:
Principal balance..............ooevivrireeeeenieiiee s $12,361 $46,591 $2,656 $31,641 $23.816
Delinquency percentage 0.35% 0.62% 0.16% 0.49% 0.43%
Bankruptey delinquency (at period end)
30-59 days:
Principal balance ...........ccccovenonincivicecncnns $3,253 $13,228 $523 $7,848 $4,750
Delinquency percentage ......covvccevverveniresscrnes 0.09% 0.17% 0.03% 0.12% 0.09%
60-89 days:
Principal balance .............ccocevvieveiinciniirene $2,564 $11,843 $1,593 $10,981 $6,218
Delinquency percentage ...........oeceecveereerinnienes 0.07% 0.16% 0.10% 0.17% 0.11%
90 days or more:
Principal balance ... $37,161 $205,785 $2,560 $164,743 $133,290
Delinquency percentage ... 1.06% 2.72% 0.15% 2.54% 2.39%
Total bankruptcy delinquencies:
Principal balance ............cccoocvvieneiciiiccieinnns $42.978 $230,856 $4,676 $183,572 $144,258
Delinquency percentage ............covoeovvvorecersrenrannns 1.23% 3.05% 0.28% 2.83% 2.58%
€] Includes all loans serviced by Saxon Capital, Inc.
2) Saxon Capital, Inc. began structuring their securitizations as financing transactions beginning July 6, 2001; therefore

there were no Saxon Capital, Inc. portfolio balances prior to July 6, 2001.

(3) Delinquencies are measured versus contractual due dates. Payments that are less than the contractual amount, even if
made under a court plan, are reported as delinquent.

A reconciliation between trust losses and GAAP losses is provided below. Management
believes that it is meaningful to show both measures of losses since it is a widely accepted
industry practice to review losses on a trust level; however these losses are recorded on a GAAP
basis in our consolidated financial statements. GAAP requires losses to be recognized
immediately upon the loan transferring to real estate owned. However, the trust does not
recognize a loss on real estate owned property until it is sold, which causes a timing difference
between GAAP and trust losses. In addition, the trust losses exclude losses resulting from a
delinquent loan sale.

For the Year Ended For the Year Ended
December 31,2002 December 31, 2001

(3 in thousands)
LOSSES = trUSt DASIS ..vevivceieiiiit i $6,474 $20

Loan transfers to real estate owned . 8,861 893
Realized losses on real estate owned.............. (2,723) —
Loss from delinquent loan sale applied to reserve. . 1,368 685
OthET .o . 117 (283)
Losses - GAAP basis $14,097 $1,315

In addition to servicing mortgage loans that we originate or purchase, we service
mortgage loans for other lenders and investors. Our loan servicing portfolio as of December 31,
2002 is summarized below:
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Saxon Capital, Inc. (1) ...

Dominion Capital (2)

Credit Suisse First Boston...

Greenwich Capital, Inc...

Dynex Capital, Inc. ............

Fannie Mae, Freddie Mac, or Ginnie Mae....
Various government entities and other investors..

Number of Loans

28,002
27,691
6,293
4,772
962
1,333
573

Principal Balance

($ in thousands)

$3,505,255
2,355,149
823,234
735,150
98,310
36,594
21,868

Average [oan
Balance

3125
85
131
154
102
27
38

69,626

$7,575,560

$109

(1) Includes loans securitized by Saxon Capital, Inc. from July 6, 2001 to December 31, 2002.

2) Includes loans securitized by SCI Services, Inc. from May 1996 to July 5, 2001.

We believe we can increase our servicing portfolio because competition in the sub-prime
mortgage loan industry has been adversely affected by limited access to capital, lower than
anticipated performance of seasoned portfolios, and industry consolidation. Competitors with
limited access to capital have shifted their operations to selling loans, along with the related
servicing rights, or have entered into strategic alliances with investment banks to increase their
liquidity and access to the capital markets. This has resulted in an increasing number of asset-
backed securities being issued by entities that do not perform servicing which is presenting
opportunities for us to increase the size of our portfolio of loans serviced for others.

QOur Delinquency and Loss Experience

Delinguency by Credit Grade by Year Funded (1)(2)
Percentage 60+ Days Delinquent (3}

Percentage Cumulative
Original Balance of Original Loss
Year Balance Outstanding Remaining A+/A A- B C D Total Percentage (4)
(8 in thousands)
$2,084,718 $387,304 18.58% 8.37% 15.83% 2540% 28.67% 3691% 1589% 3.12%
. $2,381,387 $753,805 31.65% 11.90% 18.58% 25.75% 34.47% 36.83% 20.66% 3.07%
. $2,078,637 $888,062 42.72% 1270%  21.80% 27.22% 36.64% 48.08% 24.23% 225%
. $2,364,234 $1,483,263 62.74% 6.86% 1596% 21.99% 29.77% 34.96% 14.98% 0.49%
$2,484,074 $1,939,641 78.08% 1.54% 4.85% 7.12% 8.56% 11.08%  3.56% 0.02%

Delinguency by Product—FRM (1)(2)

Percentage

Current 60+ Days Cumulative Loss
Year Original Balance Balance Delinquent (7) Percentage (4)
($ in thousands)
$1,146,291 $306,021 13.74% 2.96%
$1,287,740 $491,170 17.43% 321%
$1,145,798 $522,086 22.26% 2.68%
$1,148,697 $673,924 12.76% 0.50%
$894,267 $639,463 1.55% 0.01%
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Delinguency by Product—ARM (1)(2)

Percentage
Current 60+ Days Cumulative Loss
Year Original Balance = Balance Delinquent (7) Percentage (4)
(3 in thousands)
$938,427 $81,282 23.98% 3.32%
$1,093,647 $262,635 26.69% 291%
$932,839 $365,976 27.04% 1.73%
$1,215,537 $809,339 16.82% 0.48%
$1,589,807 $1,300,178 4.55% 0.02%
1) Includes loans originated by Saxon Capital, Inc. and Predecessor
(2) As of December 31, 2002.
3) The letter grade applied to each risk classification reflects our internal standards and do not necessarily correspond to
classifications used by other mortgage lenders.
4) Includes securitization losses and losses incurred from loan repurchases, delinquent loan sales, and unsecuritized loans.
5) Loss severity is defined as the total loss claims divided by the actual unpaid principal balance at the time of liquidation.
Total loss claims include all accrued interest, fees and principal balances.
(6) Loans funded during 1996 and 1997 have been called and resecuritized in accordance with the clean-up call provisions
of the related securitization trusts.
(7 60+ days delinquent comprises both securitized and unsecuritized loans. Includes loans foreclosed, REQO, or held by a

borrower who has declared bankruptcy.

December 31, 2002 Compared to December 31, 2001

Servicing segment revenues increased $6.6 million to $34.8 million for the year ended
December 31, 2002 compared to $28.2 million for the year ended December 31, 2001. The
increase was primarily due to the increase in prepayment penalty income of $3.2 million due to
significant prepayment activity, and a decrease of approximately $7.4 million of amortization for
the year ended December 31, 2002 as compared to the year ended December 31, 2001, offset by
an impairment charge during 2002 of $1.8 million and decreased third party servicing income of
$3.2 million.

Servicing segment net operating income increased $6.0 million to $14.3 million for the
year ended December 31, 2002 compared to $8.3 million for the year ended December 31, 2001.
The increase was due to higher segment revenues of $6.6 million offset by $0.6 million in higher
general and administrative expenses.

We include all costs to service mortgage loans within the servicing segment. Servicing
segment revenues excludes servicing income on the Saxon Capital, Inc. portfolio as this is
included as a component of interest income on a consolidated basis. Our cost to service
increased to 32 basis points during the fourth quarter as our servicing operations prepare for a
servicing system conversion in 2003.
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December 31, 2001 Compared to December 31, 2000

Servicing segment revenues increased $3.0 million to $28.2 million for 2001 compared to
$25.2 million in 2000. The increase was due primarily to an increase in the servicing portfolic of
$6.4 billion in 2001 compared to $5.6 billion in 2000.

Servicing segment net operating income decreased $2.5 million to $8.3 million for 2001
compared to $10.8 million in 2000. The decrease was due to an overall increase of $5.5 million
in general and administrative expenses related to the increase in the servicing portfolio offset by
an increase in segment revenues of $3.0 million.

Financial Condition
December 31, 2002 Compared to December 31, 2001

Mortgage loans increased to $3.6 billion at December 31, 2002, from $1.7 billion at
December 31, 2001. This increase was the result of the origination and purchase of $2.5 billion
of mortgage loans during 2002, offset by principal payoffs of $550.0 million and loan sales of
$50.0 million for the year ended December 31, 2002,

The allowance for loan loss increased to $40.2 million at December 31, 2002, from $21.0
million at December 31, 2001. This increase was the result of the increase in our mortgage loan
portfolio as well as the aging of our mortgage loan portfolio.

MSRs decreased to $25.0 million at December 31, 2002, from $33.8 million at December
31, 2001. The decrease was due to amortization of servicing rights of $13.4 million during 2002,
a permanent impairment of servicing rights of $1.6 million and a temporary impairment of $0.2
million. The impairment of MSRs was the result of higher than anticipated prepayment activity
during 2002. These decreases in MSRs were offset by purchases for $6.4 million of rights to
service $1.1 billion of mortgage loans during the year ended December 31, 2002. After July 5,
2001 our securitizations are structured as financing, and servicing assets are not recorded related
to those transactions.

Restricted cash increased to $301.4 million at December 31, 2002, from $0.0 miilion at
December 31, 2001. The increase primarily represents principal proceeds received from the
SAST 2002-3 securitization in excess of mortgage loans delivered to the trust. On January 10,
2003, the 2002-3 securitization prefunding was closed and all the required mortgage loans were
included in the securitization.

Trustee receivable increased to $44.1 million at December 31, 2002, from $6.8 million at
December 31, 2001. On each payment date, the trust distributes SAST securitization lcan
payments to their related bondholders. These loan payments are collected by the trust between
cut-off dates, which is typically the 17™ of each month. Therefore, all principal payments
received subsequent to the cut-off date are recorded as a trustee receivable on the consolidated
balance sheet. These principal payments are retained by the trustee until the following payment
date.

Mortgage loan warehouse financing increased $191.0 million to $474.4 million at
December 31, 2002, from $283.4 million at December 31, 2001. This increase was the result of
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the timing of our securitizations as well as increased production during the fourth quarter of 2002
as compared to the fourth quarter of 2001.

Securitization financing increased to $3.3 billion at December 31, 2002 from $1.3 billion
at December 31, 2001. This increase resulted from the execution of three asset-backed
securitizations totaling $2.5 billion during the year ended December 31, 2002, offset by
certificate payments of $500.0 million. Also, during the third quarter of 2002 we executed a
revolving facility for the securitized financing of a portion of our obligations as servicer to make
advances of principal and interest payments on securitized mortgage loans. This facility allows
us to have outstanding borrowings of up to $75.0 million on a revolving basis, secured by the
receivables that represent our rights to be reimbursed for the servicing advances by the related
* securitization trusts. The servicing related advances that we have pledged, or securitized, into
this revolving facility are reported on our consolidated balance sheet within servicing related
advances. Total borrowings on this facility were $67.1 million during the year ended December
31, 2002, and offset by repayments, stood at $66.6 million at December 31, 2002. '

Stockholders’ equity increased $34.3 million to $286.3 million at December 31, 2002,
from $252.0 million at December 31, 2001. The increase in stockholders’ equity is due primarily
to net income of $27.4 million for the year ended December 31, 2002, the issuance of common
stock under the Employee Stock Purchase Plan, and an increase in other comprehensive income
related to gains on cash flow hedges of $5.2 million, net of tax, and unrealized gains on mortgage
securities of $0.5 million, net of tax.

Liquidity and Capital Resources

As a mortgage lending company, we need to borrow substantial sums of money each
quarter to originate and purchase mortgage loans. Currently, our primary cash requirements
include the funding of:

o mortgage originations and purchases pending their pooling and securitization;

® the points and expenses paid in connection with the acquisition of correspondent
and wholesale loans;

o ongoing general and administrative expenses;

° servicing advances;

o interest expense on our warehouse lines of credit;

© fees, expenses, and tax payments incurred in connection with our securitization
program;

o hedge transactions;

e margin requirements on hedging instruments;

o servicing acquisitions; and

° federal estimated tax payments.
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We fund these cash requirements with cash received from:

° borrowings secured by our mortgage loan portfolio and servicing advances;
© principal and interest collections on our mortgage loan portfolio;

° servicing fees and other servicing income;

° points and fees collected from the origination of retail and wholesale loans;
© issuance of equity and debt securities; and

® whole loan sales.

Liguidity Strategy

Cur liquidity strategy is to finance our mortgage porifolio on a long-term basis by issuing
asset-backed securities. We believe that issuing asset backed securities provides us a low cost
method of financing our mortgage portfolio. In addition, our strategy allows us to reduce our
interest rate risk on our fixed rate loans by securitizing them. An integral part of our liquidity
strategy is our requirement to have sufficient committed warehouse financing, with a diverse
group of counterparties. This provides us with the ability to issue our asset-backed securities at
optimal points in time. QOur ability to issue asset-backed securities depends on the overall
performance of our assets, as well as the strength of the capital markets. We seek to have
committed financing facilities that approximate six months of our mortgage production, even
though we expect to issue asset-backed securities on a quarterly basis. Another component of
our liquidity strategy is our intention of maintaining sufficient working capital to enable us to
fund operating cash flow requirements in the event we were to fail to generate sufficient cash
flows to cover our cperating requirements. Historically, we had funded our working capital
requirements, with an unsecured facility with Dominion Capital. We raised $118.6 million of
additional working capital through our Rule 144A Offering in 2001 to provide the company with
a source of working capital until such time that we attained positive cash flows from operations.
As of December 31, 2002, we have approximately $91 million of working capital and we had
positive cash flows from operations. It is common business practice to define working capital as
current assets less current liabilities. Since we do not have a classified balance sheet, we
estimated our working capital to be $215 million by calculating working capital under this
commonly used definition. A reconciliation between our working capital calculation and the
commonly defined working capital basis is provided below. Management focuses on the
disclosed working capital amount rather than the commonly used definition of working capital
because it provides a more conservative approach to how much liquidity we have available to
conduct business currently.
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Commonly
Saxon Defined Defined Working
Working Capital Capital

(3 in thousands)
UNTEStrICtEd CASH......v.veeieiecee e ettt ettt et eres s $8,098 $8,098

Borrowing availability . 30,710 —
Trustee receivable ... — 44,128
Accrued interest ......... —_ 38,630
Accrued Habities .......coooeiiicrierercne e — (7,431)
Unsecuritized mortgage loans — payments less than one year ... 154,515 389,862
Warchouse financing facility ~ payments less than one year ..... (102,072) (331,702)
Servicing advances ...t — 102,558
Financed advances - payments less than one year ... — (31,793)
Securitized loans — payments less than one year ... — 1,209,039
Securitized debt - payments less than one year ... — (1,206,694)
TOAL ..ttt ettt eab et et e s e et sse s srenens $91,251 $214,695

Liguidity Resources

We rely upon several lenders to provide us with credit facilities to fund our loan
originations and purchases, as well as fund a portion of our servicing advances. We must be able
to securitize loans and obtain adequate credit facilities and other sources of funding to be able to
continue to originate and purchase loans. Our ability to fund current operations and accumulate
loans for securitization depends to a large extent upon our ability to secure short-term financing
on acceptable terms. The availability of these financing sources depends to some extent on
factors outside of our control, including regulatory capital treatment for unfunded bank lines of
credit and the availability of bank liquidity in general. If we are unable to extend or replace any
of these facilities, we will have to curtail our loan production activities, which would have a
material adverse effect on our business, financial condition, liquidity, and results of operations.

To accumulate loans for securitization, we borrow money on a short-term basis through
secured warehouse lines of credit and committed repurchase agreements. In addition to funding
loans that are not securitized, we also may use committed facilities to finance the advances
required by our servicing contracts.

Our credit agreements require us to comply with various customary operating and
financial covenants and cross default features. We do not believe that these existing financial
covenants will restrict our operations or growth. We were in-.compliance with all such covenants
under these agreements as of and for the year ended December 31, 2002. The material terms and
features of our secured credit facilities in place are as follows:

JPMorgan Chase Bank Warehouse Facilities. We have a $140 million, expandable to
$150 million, warehouse line of credit led by the JPMorgan Chase Bank. The facility contains a
sub-limit for “Wet Collateral” (loans funded by us but for which the collateral custodian has not
yet received the related loan documents) that can reach 40% of the facility amount and a sub
limit for servicing advances for 20% of the facility amount. The facility expires December 9,
2003. The facility allows us to borrow against (1) the lesser of 98% of the principal balance of
the mortgage loans or 95% of the fair market value of the mortgage loans, and (2) generally 90%
of the servicing advance receivables pledged to the facility. In all circumstances, we are only
able to borrow against the mortgage loan or servicing advance asset provided the asset meets




certain credit and documentation characteristics as reviewed by the custodian, Deutsche Bank
Trust Company Americas. We have a separate $150 million facility with JPMorgan Chase Bank
which provides the ability to borrow against “dry collateral” (a closed mortgage loan that has
been fully funded and disbursed for which the custodian is in physical possession of the related
mortgage loan file). The facility provides for the ability to borrow at the lesser of 95% of fair
market value and 96% of the unpaid principal balance of the mortgage loans 0-59 days
delinquent. The facility expires on October 9, 2003,

Greenwich Capital Warehouse Facilities. We have a $175 million committed and
secured warehouse facility with Greenwich Capital Financial Products, Inc. The facility provides
for the ability to borrow at the lesser of 97% of fair market value and 100% of the par amount of
the mortgage loans 0-59 days delinquent. Mortgage loans 60-18C days delinquent may be
financed at lower borrowing percentages. The facility provides the ability to finance first lien
loans. The facility expires on June 26, 2004. Additionally, we have a $150 million committed
and secured warehouse facility with Greenwich Capital Financial Products, Inc. This facility
provides the ability to borrow against first and second lien loans and wet collateral. The facility
provides the ability to borrow at the lesser of 97% of fair market value and 100% of the par
amount of the mortgage loans 0-59 days delinquent. Morigage loans 60-180 days delinguent may -
be financed at lower borrowing percentages. The facility expires on July 18, 2003.

Wachovia Warehouse Facility. We have a $300 million commitied and secured
warehouse facility with Wachovia Bank, N.A. that provides us with the ability to borrow
generally against the lesser of 95% of the fair market value or 98% of the par amount of our
mortgage loans. The facility provides a sublimit for wet loans. The facility expires on June 26,
2003.

CSFB Warehouse Facility. We have a $250 million committed and secured warehouse
facility with Credit Suisse First Boston Mortgage Capital, LLC. The facility provides us with the
ability to borrow against mortgage loans, including wet collateral, at the lesser of 95% of the fair
market value of the mortgage loans and 98% of the par amount of the mortgage loans. The
facility expires April 1, 2003 and we are in the process of renegotiating this facility.

Merrill Lynch Warehouse Facility. We have a $250 million committed, secured
warehouse facility with Merrill Lynch Mortgage Capital, Inc. which provides us with the ability
to generally borrow against the lesser of 97% of the fair market value or 98% of the principal
amount of the pledged mortgage loans. Wet mortgage loans that are subject to a sublimit of $30
million may be financed at a lower borrowing percentage. The facility expires on June 30, 2003.

Saxon Advance Receivables Backed Certificates- We have a revolving facility for the
securitization of up to $75 million of qualifying principal and interest advances. This amount is
committed until August 2005.

At December 31, 2002 we had committed facilities in the amount of $1.49 billion. The
table below summarizes our facilities and their expiration dates.
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Counterparty Committed Lines Facility Amount Expiration Date

{3 in thousands)

JP Morgan Chase Bank and CDC Mortgage Capital $ 140,000 December 9, 2003
Greenwich Capital Financial Products, Inc. 150,000 July 18, 2003
Greenwich Capital Financial Products, Inc. 175,000 June 26, 2004
Wachovia Bank, N.A. 300,000 June 26, 2003
CS First Boston Mortgage Capital, LLC 250,000 April 1, 2003
Merrill Lynch Mortgage Capital, Inc. 250,000 June 30,2003
JPMorgan Chase Bank 150,000 October 9, 2003
Saxon Advance Receivables Backed Certificates 75,000 August 20035
Total committed facilities $1,490,000

Off Balance Sheet Items and Contractual Obligations

In connection with the approximately $2.4 billion of mortgage loans securitized by us in
off balance sheet structures since May 1996 and which are still outstanding as of December 31,
2002, we made representations and warranties about certain characteristics of the loans, the
borrowers, and the underlying properties. In the event of a breach of these representations and
warranties, we may be required to remove loans from a securitization and replace them with cash
or substitute loans. We have not reserved for any losses that may result from such an event. At
December 31, 2002 there were no obligations for any loans that had been securitized. While we
may have recourse to the sellers of loans we purchased, we cannot assure you that the sellers will
be able to honor their respective obligations to us.

In connection with the loans we service for others, we do not own any interests in the
related securitized trusts or loan pools or have any other economic interests other than those
associated with acting as servicer for the related mortgage loans.

Our subsidiaries have commitments to fund mortgage loans of approximately $339.3
million and $197.8 million at December 31, 2002 and 2001, respectively. This does not
necessarily represent future cash requirements, as some portion of the commitments are likely to
expire without being drawn upon or may be subsequently declined for credit or other reasons.

Our subsidiaries are obligated under non-cancelable operating leases for property and
equipment. Future minimum rental payments for all of our operating leases as of December 31,
2002 totaled $25.2 million.

Contractual Obligations and Commitments
The following tables summarize our contractual obligations under our financing

arrangements by payment due date and commitments by expiration dates as of December 31,
2002.
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Payments Due by Period
($ in thousands)

Contractual Obligations Less than 1 After 5 years
Total year 1-3 years 3-5 years

Warehouse financing facility - line of credit $100,071 $100,071 $ — $ — 3 —
Warehouse financing facility - repurchase agreements 374,371 231,631 142,740 — —
Securitization financing — servicing advances 66,565 31,793 34,772 — —
Securitization financing - loans and real estate owned (1) 3,280,686 1,206,694 1,302,299 466,873 304,820
Note payable 25,000 — 25,000 — —
Capital lease obligations 43 40 3 — —
Operating leases 25.225 7.188 10.215 3,608 2214
Total contractual cash obligations $3,871,961 $1,577417 $1,515,029 $472,481 $307,034
(¢))] Amounts listed are bond payments based on anticipated receipt of principal and interest on underlying mortgage loan

collateral using historical prepayment speeds.

Other Coramitments Amount of Commitment Expiration Per Period
($ in thousands)

Total Amounts
Committed Less than | Over 3 years
year 1-3 years 3-5 years
Warehouse financing facility — line of credit $140,000 $140,000 $ — M — $ —
Receivables backed certificates 75,000 — 75,000 — —
Warehouse financing facility — repurchase agreements © 1,275,000 1,100,000 175,000 —_ —
Total commercial commitments $1,450,000 $1,240,000 $250,000 $ — 3 —

Cash Flows

For the year ended December 31, 2002, we had operating cash flows of $31.3 million.
For the period July 6, 2001 to December 31, 2001, we had negative operating cash flows of
$28.1 million, due primarily to the increase in servicing related advances and net loss for the
period. For the period January 1, 2001 to July 5, 2001, we had negative operating cash flows of
$583.3 million due to the delay in the timing of our 2001-2 securitization until August 2001. For
the year ended December 31, 2000, we had operating cash flows of $26.1 million. Operating
cash flows, as presented in our consolidated statements of cash flows, exclude the net proceeds
from or repayments of mortgage warehouse financing.

Other Matters
Related Party Transactions

At December 31, 2002 and 2001, we had $11.9 million and $5.8 million, respectively, of
unpaid principal balances within our mortgage loan portfolio, related to mortgage loans
originated for employees. These mortgage loans were underwritten to our underwriting
guidelines. When making loans to our employees, we waive loan origination fees that otherwise
would be paid to us by the borrower, and reduce the interest rate by 25 basis points from the
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market rate. Effective December 1, 2002 we no longer renew or make any new loans to our
executive officers or directors.

During 2002 and 2001, we paid $0.3 million and $0.4 million, respectively, to OIC
Design, Inc. (“OIC”) for marketing and printing material. No amounts were paid during 2000.
The owner and principal officer of OIC is the spouse of our Executive Vice President. The
relationship with OIC was discontinued during 2002.

Impact of New Accounting Standards

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44,
and 64, Amendment of FASB Statement No. 13, and Technical Corrections. SFAS No. 145
(rescission of SFAS No. 4, Reporting Gains and Losses from Extinguishment of Debt and SFAS
No. 64, Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements) requires that
extinguishments of debt are to be classified in the income statement as ordinary income or loss
and not to be included as an extraordinary item. The provisions of SFAS No. 145 related to the
rescission of SFAS No. 4 are effective for fiscal years beginning after May 15, 2002. Any gain
or loss on extinguishment of debt that was classified as an extraordinary item in prior periods
presented that does not meet the criteria in Opinion 30 for classification as an extraordinary item
shall be reclassified. The provisions of SFAS No. 145 that are related to SFAS No. 13 are
effective for transactions occurring after May 15, 2002. All other provisions of SFAS No. 145
are effective for financial statements issued on or after May 15, 2002. Management will adopt
the remaining provisions of SFAS No. 145 on January 1, 2003 and does not expect this to have
an impact on our financial position, results of operations, or cash flows.

In June 2002, FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or
Disposal Activities, which rescinds Emerging Issues Task Force (EITF) Issue No. 94-3, Liability
Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity.
SFAS No. 146 addresses financial accounting and reporting for costs associated with exit or
disposal activities and requires that a liability be recognized when it is incurred and should
initially be measured and recorded at fair value. This statement is effective for exit or disposal
activities that are initiated after December 31, 2002. Effective January 1, 2003, management
will implement SFAS No. 146, but does not expect this to have an impact on our financial
position, results of operations, or cash flows.

Effective October 2002, we adopted SFAS No. 147, Acquisitions of Certain Financial
Institutions which amends SFAS No. 72, Accounting for Certain Acquisitions of Banking or
Thrift Institutions, SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets, and FASB Interpretation No. 9, Applying APB Opinions No. 16 and 17 When a Savings
and Loan Association or a Similar Institution is Acquired in a Business Combination Accounted
Jor by the Purchase Method. The adoption of SFAS No. 147 did not have a material impact on
our consolidated results of operations and financial position.

In December 2002, FASB issued SFAS No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure, which amends SFAS No. 123, Accounting for Stock-
Based Compensation. This statement amends SFAS No. 123 to provide alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based
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compensaticn. In addition, this statement amends the disclosure requirements of SFAS No. 123
to require prominent disclosures in both annual and interim financial statements about the
method of accounting for stock-based employee compensation and the effect of the method used
on reported results. This statement is effective for financial statements for fiscal years ending
after December 15, 2002. Accordingly, we have included the required additional disclosures in
the notes to the 2002 consolidated financial statements. The adoption of SFAS No. 148 did not
have a material impact on our consolidated results of operations and financial position.

In November 2002, FASB issued FASB Interpretation No. 45, Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of
Others, which provides interpretation of FASB Statements No. 5, 57, and 107 and rescinds
FASB Interpretation No. 34. This Interpretation clarifies that a guarantor is required to
recognize, at the inception of a guarantee, a liability for the fair value of the obligation it has
guaranteed to a creditor on behalf of a third party. It also elaborates on disclosures a guarantor is
to make in its interim and annual financial statements about any obligations under certain
guarantees it has issued. The effective date for the initial recognition and initial measurement
provisions of this Interpretation is for guarantees issued or modified after December 31, 2002;
however, the disclosure requirements are effective for financial statements ending after
December 15, 2002. The Company is not currently acting as guarantor in any capacity related to
circumstances described by FASB Interpretation No. 45 and is therefore not impacted at this
time.

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable
Interest Entities, which addresses consolidation by business enterprises of variable interest
entities and the reporting and disclosure requirements of such. Variable interests are defined as
contractual, ownership or other pecuniary interests in an entity that change with changes in the
entity’s net asset value. This interpretation requires existing unconsolidated variable interest
entities to be consolidated by their primary beneficiaries if the entities do not effectively disperse
risks among parties involved. The primary beneficiary is one that absorbs a majority of the
expected losses, residual returns, or both as a result of holding variable interests. If an entity has
a variable interest in which it is the primary beneficiary, the entity must then include the variable
interest entity’s assets, liabilities, and results of operations in its consolidated financial
statements. This Interpretation is immediately effective and must be applied tc variable interest
entities created after January 31, 2003 or in which an enterprise obtains an interest in after that
date. Effective February 1, 2003, management will implement Interpretation No. 46, but does
not expect this to have an impact on our financial position, results of operations, or cash flows.

Effect of Inflation

Inflation affects us most significantly in the area of loan originations and can have a
substantial effect on interest rates. Interest rates normally increase during periods of high
inflation (or in periods when the Federal Reserve Bank attempts to prevent inflation) and
decrease during periods of low inflation. See “Item 7A—Quantitative and Qualitative
Disclosures about Market Risk—Management of Interest Rate Risk.”
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Market Risk Management

We define market risk as the sensitivity of income and stockholders’ equity to changes in
interest rates. Changes in prevailing market interest rates can cause two general types of effects
on our business. First, any general increase in mortgage oan interest rates may tend to reduce
customer demand for new mortgage loans for the mortgage industry generally, which can
negatively impact our future production volume. Second, increases or decreases in interest rates
can cause changes in our net interest margin on the mortgage loans that we own or are
committed to fund, and as a result, cause changes in our net income and stockholders’ equity.
We refer to this second type of risk as our “managed interest rate risk”, which is the subject of
this Item 7A. Substantially all of our managed interest rate risk arises from debt related to the
financing of our mortgage loan portfolio.

Interest rate risk is managed within an overall asset/liability management framework. The
principal objective of asset/liability management is to manage the sensitivity of net income to
changing interest rates.

Overview of Our Interest Rate Risk Profile

Our managed interest rate risk arises primarily because our mortgage loan portfolio and
related debt reprice, mature or prepay at different times or frequencies as market interest rates
change. Our net interest margin generally increases in a falling interest rate environment and
decreases in a rising interest rate environment.

The increase in the net interest margin in a falling interest rate environment or decrease in
the net interest margin in a rising rate environment tends to occur because our debt typically
reprices faster than our mortgage loan portfolio. The slower repricing of assets results mainly
from the lag effect inherent in our hybrid mortgage loans which are fixed for either two or three
years and then adjust to market interest rates — subject to limitations — compared to our debt
which is based on LIBOR.

Types of Managed Interest Rate Risk
QOur managed interest rate risks include repricing, basis, and prepayment risk.
Repricing risk

Repricing risk is caused by differences in the maturities and/or repricing periods between
our mortgage loan portfolio and the related debt that finances this portfolio. In periods of rising
interest rates, net interest margin normally contracts, because the repricing period of debt
normally is shorter than the repricing period of mortgage loans. This results in funding costs
tending to rise faster than mortgage loan yields. Net interest margin normally increases in
periods of falling interest rates as borrowing costs normally reprice downward faster than
mortgage loan yields. Repricing risk is managed primarily by managing the repricing
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characteristics of interest-bearing liabilities through purchases and sales of appropriate financial
derivative instruments.

Basis risk

Basis risk results from our mortgage loans and related debt reacting differently to interest
rate movements due to their dependency on different indices or contractual differences governing
the determination of the respective rates. This results in basis risk as the mortgage loan indices

tending to move at a different rate or in a different direction than the rate on our borrowings.

Prepayment risk

Prepayment risk results from the ability of customers to pay off their mortgage loans
prior to maturity. Generally, prepayments tend to increase in falling interest rate environments as
a result of borrowers refinancing fixed- and adjustable-rate loans to lower coupon mortgage
loans, and prepayments tend to decrease in rising interest rate environments. As a result, falling
interest rate environments tend to cause decreases in the balance of our mortgage loan portfolio
and related decreases in our net interest income.

Management of Interest Rate Risk

To manage repricing, basis, and prepayment risks, we use various derivative instruments
such as options on futures, Eurodollar futures, interest rate caps and floors, interest rate swaps
and swaptions. Generally, we seek to match derivative instruments to particular groups or pools
of mortgage loans, and intend the derivatives to remain in place until securitization or other long-
term financing of the related mortgage loans is in place. Through the structure of our long-term
financings, we generally have, and seek to realize, opportunities to manage our interest rate risks,
particularly with respect to fixed rate mortgages, by seeking to match the terms of the fixed rate
mortgages with the fixed rate portion of the long-term financing. We continue to manage
interest rate risks associated with variable-rate and other mortgages beyond the point of long-
term financing by seeking to identify differences in the basis between our mortgage loans and
related long-term financing, and to manage the repricing characteristics of our debt by continuing
to purchase, hold, and sell appropriate financial derivatives.

In selecting financial derivatives for interest rate risk management, we seek to select
interest rate caps and floors, interest rate swaps, swaptions, sales of futures and purchases of
options on futures designed to provide protection should interest rates on our debt rise. We seek
to select derivatives with values that can be expected to rise and produce returns tending to offset
reductions in net interest margin caused by increased borrowing costs in a rising rate
environment.

Counterparty Risk
An additional risk that arises from our borrowing (including repurchase agreements) and

derivative activities is counterparty risk. These activities generally involve an exchange of
obligations with unaffiliated banks or companies, referred to in such transactions as
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"counterparties.” If a counterparty were to default, we could potentially be exposed to financial
loss. We seek to mitigate this risk by limiting our derivatives transactions to counterparties that
we believe to be well established, reputable and financially strong.

Maturity and Repricing Information

The following table summarizes the notional émounts, expected maturities and weighted
average strike rates for interest rate floors, caps and futures that we held as of December 31,

2002.
2003 2004 2005 2006 2007 Thereafter
(3 in thousands)
Floors:
Notional amount $188,462 — — — —_
Weighted average rate 225 - —_ - -
Caps:
Notional amount $182,000 $508,000 $468,225 — —
Weighted average rate 413 4.72 5.59 — —
Futures:
Notional amount $52,500 $442,500 $462,500 $300,000 —
Weighted average rate 222 4.08 435 3.65 —

Analyzing Rate Shifts

In our method of analyzing the potential effect of interest rate changes, we study the
published forward yield curves for applicable interest rates and instruments, and we then develop
various interest rate scenarios for those yield curves, using scenarios that we develop to provide
relevant assumptions concerning economic growth rates, market conditions, and inflation rates,
as well as the timing, duration, and amount of corresponding Federal Reserve Bank(“FRB™)
responses, in order to determine hypothetical impacts on relevant interest rates. We use this
method of analysis as a means of valuation to manage our interest rate risk on our mortgage loan
portfolio over long periods of time. The table below represents the change in fair value of the
various financial derivative instruments under the four different analysis scenarios that we

currently use.
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Gradual Change in Rates

Scenario 1 Scenarig 2 Scenario 3 Scenario 4

(3 in thousands)

Mortgages (3$65,530) ($13,645)

Futures 21,780 5,178 2,387 1,465

Sold Puts (1,590) — — —

Bought Calls — — 715 1,308

Sold Calls (1,369) (1,962)

Caps 4,144 70 70 343

Floors — (250) (921) (1,020)

Totals $(41,322) $(9.209) $2,013 $9,058

Scenario 1 — Under this scenario we show mortgage loan and derivative valuations based
upon an assumed aggressive response from the FRB, with the assumption that the economy is
growing at a pace inconsistent with a FRB desire to maintain a stable or declining inflation
environment. Under this scenario, we assume a hypothetical interest rate increase of nearly 400
basis points over a three-year period. Such an increase in interest rates is aggressive by historical
standards, and provides us with a view of the fair value changes of our mortgage loans and hedge
instruments under a severe stress of sensitivity.

Scenario 2 - In this scenario we hypothetically project a less severe rise in interest rates
compared to Scenario | in which the FRB gradually pushes interest rates higher as the economy
expands to avoid more aggressive measures in the future. Under this scenario, we assume that
interest rates have the potential to rise approximately 325 basis points, over the same three year
period that we assume for purposes of Scenario 1.

Scenario 3 - In this scenario we hypothetically project relatively stable short-term rates.
This scenario assumes that the FRB is relatively patient, by historical standards, as the economy
maintains a range of low growth, and thus the FRB is more concerned with economic expansion
than inflation. Interest rates are assumed to rise modestly in year two, with only a 300 basis point
increase over three years.

Scenario 4 —This scenario assumes that the FRB determines that it must lower rates in the
near term, and then begins to reverse previous interest rate cuts in year two, and more
aggressively in year three, accounting for a 300 basis point increase in rates over the three year
period.

We believe that our method of analysis is valid and of significant assistance to us in
managing our interest rate risks.
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Item 8. Fimancial Statements and Supplementary Data

The consolidated financial statements of the Company and the related notes, together
with our Independent Auditors’ Report thereon are set forth on pages F-1 through F-41 of this
Form 10-K.

Item 9. Changes in and Disagreements with Accoumntamnts on Accounting and Financial
Disclosure

None.
PART IIE
Item 10. Directors and Executive Officers of the Registrant

The names and ages of the executive officers and the positions each of them has held for
the past five years are included in Part I of this Form 10-K as permitted by the General
Instruction G(3). The information required by this item regarding the Company’s directors will
be included in the Company’s definitive proxy statement relating to our 2003 Annual Meeting of
Stockholders to be held May 20, 2003, to be filed with the Commission within 120 days of
December 31, 2002, under the caption “Board of Directors and Committees of the Board™ and
“Section 16(a) Beneficial Ownership Compliance” and is incorporated herein by reference as if
set forth in full herein as permitted by the General Instruction G(3).

Item 11. Executive Compensation

The information called for by this item is incorporated by reference to “Executive
Compensation,” “Compensation Committee Interlocks and Insider Participation,” and “Board
Report on Compensation Committee Executive Compensation” in the definitive proxy statement,
relating to our 2003 Annual Meeting of Stockholders to be held May 20, 2003, to be filed within
120 days of December 31, 2002.
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Item 12. Seecurity Ownership of Certain Beneficial Owners and Management and Related

Stockholder Matters
The following table sets forth information relating to our equity compensation plans as of
December 31, 2002:
Number of securities remaining
available for future issuance
Number of securities to be isssed ~ Weighted-average exercise price  Under equity compensation plans
upon exercise of outstanding of outstanding options, warrants  (excluding securities reflected in
Plan Category options, warrants and rights and rights column (2))
() () (c)
Equity compensation plans 2,701,000 $10.09 1,131,673
approved by security holders (1)
Equity compensation plans not 1.675.000 $10.00 —
approved by security holders
Total 4,376,000 $10.06 1131673

I

Includes 914,269 shares reserved for issuance under the Company's Employee Stock Purchase Plan.

Pursuant to resolutions of the Board of Directors, we entered into Stock Option
Agreements dated August 15, 2001 with Edward G. Harshfield, Richard A. Kraemer and David
Wesselink granting options to purchase 250,000 shares, 75,000 shares and 75,000 shares of our
common stock, respectively, at an exercise price of $10.00 per share. In addition, also pursuant
to a resolution of the Board of Directors, we entered into a Stock Option Agreement dated
November 6, 2001 with Thomas J. Wageman granting an option to purchase 75,000 shares of our
commen stock at an exercise price of $10.10 per share. Each of the grants provides for 25% of
the options to vest on each of the 1st, 2nd, 3rd and 4th anniversary dates of the stock option
grant. All options are exercisable for a period of 10 years following the date of the stock option
grant. As of December 31, 2002, no non-employee director options have been exercised.

In connection with our private offering in 2001 described above, we granted warrants to
Friedman, Billings, Ramsey & Co., Inc. (“FBR”) to purchase an aggregate of 1,200,000 shares of
our common stock, of which 1,080,000 shares are beneficially owned by FBR, at an exercise
price of $10.00 per share. The warrants are exercisable for a period of five years, commencing
on July 6, 2001. As of December 31, 2002, no warrants have been exercised.

The additional information called for by this item is incorporated by reference to
“Security Ownership of Principal Stockholders and Management” in our definitive proxy
statement, relating to our 2003 Annual Meeting of Stockholders to be held May 20, 2003, to be
filed within 120 days of December 31, 2002.
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Item 13. Certain Relationships and Related Transactions

The information called for by this item is incorporated by reference to “Certain
Relationships and Related Transactions™ in our definitive proxy statement relating to its Annual
Meeting of Stockholders to be held May 20, 2003.

Item 14. Controls and Procedures

Within the 90 days prior to the date of this annual report, our Chief Executive Officer and
Principal Financial Officer carried out an evaluation, with the participation of other members of
management as they deemed appropriate, of the effectiveness of the design and operation of our
disclosure controls and procedures as contemplated by Exchange Act Rule 13a-14. Based upon,
and as of the date of that evaluation, the Chief Executive Officer and Principal Financial Officer
concluded that our disclosure controls and procedures are effective, in all material respects, in
timely alerting them to material information relating to us (and our consolidated subsidiaries)
required to be included in the periodic reports that we are required to file and submit to the SEC
under the Exchange Act.

There were no significant changes to our internal controls or in other factors that could
significantly affect these internal controls subsequent to the date we carried out our evaluation of
our internal controls. There were no significant deficiencies or material weaknesses identified in
the evaluation and, therefore, no corrective actions were taken.

PART IV
Item 15. Exhibits, Financial Statement Schedules and Reports on Form 8-K
(a) The following documents are filed as part of this report:

1. Consolidated Financial Statements—See “Index to Consolidated Financial
Statements”

2. Exhibits—See “Exhibit Index”
(b)  On October 24, 2002, the Company filed a Form 8-K reporting the Company had

issued a press release announcing the Company’s financial results for the third
quarter 2002, and a copy of the press release was filed as an exhibit.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Act of 1934, the
Registrant has duly caused this Report to be signed on its behalf by the undersigned, thereunto
duly authorized in the city of Richmond, Commonwealth of Virginia, on March 25, 2003.

. SAXON CAPITAL, INC.

By: /s/ Michael L. Sawvyer
Name: Michael L. Sawyer
Title: Chief Executive Officer

Each person whose signature appears below hereby authorizes Michael L. Sawyer and
Robert B. Eastep or either of them, as attorneys-in-fact to sign on his behalf, individually, and in
each capacity stated below and to file all amendments and/or supplements to the Annual Report
on Form 10-K.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been
signed below by the following persons on behalf of the Registrant and in the capacities and on
the dates indicated.

Signature Capacity in which to Sign Date
s/ Edward G. Harshfield Chairman of the Board of
Edward G. Harshfield Directors March 25, 2003
/s/ Richard A. Kraemer Vice Chairman of the Board of
Richard A. Kraemer Directors March 25, 2003
/s/ Michael L. Sawyer Chief Executive Officer and
Michael L. Sawyer Director (principal executive ~ March 25, 2003
officer)
/s/ Dennis G. St
> TS V. STOWe President and Director March 25, 2003
Dennis G. Stowe
/s/ David D. Wesselink )
David D. Wesselink Director March 25, 2003
/s/ Thomas J. Wageman )
Director March 25, 2003

Thomas J. Wageman

/s/ Robert B. Eastep Principal Financial Gfficer and

Controller (principal financial  March 25, 2003

Robert B. Eastep officer)
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CERTIFICATION OF CHIEF EXECUTIVE OFFICER

1, Michael L. Sawyer, certify that:

1.
2.

5.

[ have reviewed this annual report on Form 10-K of Saxon Capital, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of
a material fact or omit to state a material fact necessary to make the statements made,
in light of the circumstances under which such statements were made, not misleading
with respect to the period covered by this annual report;

Based on my knowledge, the financial statements, and other financial information
included in this annual report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the
periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act
Rules 13a-14 and 15d-14) for the registrant and have:

a. designed such disclosure controls and procedures to ensure that material
information relating to the registrant, including its consolidated subsidiaries, is
made known to us by others within those entities, particularly during the period in
which this annual report is being prepared,;

b. evaluated the effectiveness of the registrant’s disclosure controls and
procedures as of a date within 90 days prior to the filing date of this annual report
(the “Evaluation Date™); and

c. presented in this annual report our conclusions about the effectiveness of the
disclosure controls and procedures based on our evaluation as of the Evaluation
Date;

The registrant’s other certifying officers and I have disclosed, based on our most
recent evaluation, to the registrant’s auditors and the audit committee of registrant’s
board of directors (or persons performing the equivalent functions):

a. all significant deficiencies in the design or operation of internal controls
which could adversely affect the registrant’s ability to record, process, summarize
and report financial data and have identified for the registrant’s auditors any
material weaknesses in internal controls; and

b. any fraud, whether or not material, that involves management or other
employees who have a significant role in the registrant’s internal controls; and
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6. The registrant’s other certifying officers and I have indicated in this annual report
whether there were significant changes in internal controls or in other factors that
could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies
and material weaknesses. ‘

Date: March 25, 2003

/s/ Michael L. Sawyer

Name: Michael L. Sawyer
Title: Chief Executive Officer
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CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER

I, Robert B. Eastep, certify that:

1.
2.

5.

I have reviewed this annual report on Form 10-K of Saxon Capital, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of
a material fact or omit to state a material fact necessary to make the statements made,
in light of the circumstances under which such statements were made, not misleading
with respect to the period covered by this annual report;

Based on my knowledge, the financial statements, and other financial information
included in this annual report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the
periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act
Rules 13a-14 and 15d-14) for the registrant and have:

b. designed such disclosure controls and procedures to ensure that material
information relating to the registrant, including its consolidated subsidiaries, is
made known to us by others within those entities, particularly during the period in
which this annual report is being prepared,

c. evaluated the effectiveness of the registrant’s disclosure controls and
procedures as of a date within 90 days prior to the filing date of this annual report
(the “Evaluation Date”); and

d. presented in this annual report our conclusions about the effectiveness of the
disclosure controls and procedures based on our evaluation as of the Evaluation
Date;

The registrant’s other certifying officers and I have disclosed, based on our most
recent evaluation, to the registrant’s auditors and the audit committee of registrant’s
board of directors (or persons performing the equivalent functions):

a. all significant deficiencies in the design or operation of internal controls
which could adversely affect the registrant’s ability to record, process,
summarize and report financial data and have identified for the registrant’s
auditors any material weaknesses in internal controls; and

b. any fraud, whether or not material, that involves management or other
employees who have a significant role in the registrant’s internal controls; and
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6. The registrant’s other certifying officers and [ have indicated in this annual report
whether there were significant changes in internal controls or in other factors that
could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies
and material weaknesses.

Date: March 25, 2003

/s/ Robert B. Eastep
Name: Robert B. Eastep
Title: Principal Financial Officer
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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors and Stockholders of
Saxon Capital, Inc.
Glen Allen, Virginia

We have audited the accompanying consolidated balance sheets of Saxon Capital, Inc. and
subsidiaries (the “Company”) (‘“Successor”) as of December 31, 2002 and 2001, and the related
consolidated statements of operations, stockholders’ equity, and cash flows for the Company and
SCI Services, Inc. and subsidiaries (“Predecessor’) for the year ended December 31, 2002
(Successor), the period from July 6, 2001 through December 31, 2001 (Successor), the period
from January 1, 2001 through July 5, 2001 (Predecessor), and the year ended December 31, 2000
(Predecessor). These financial statements are the responsibility of the Company’s management,
Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the
financial position of the Company as of December 31, 2002 and 2001, and the results of its
operations and its cash flows for the year ended December 31, 2002 (Successor), the period from
July 6, 2001 through December 31, 2001 (Successor), the period from January 1, 2001 through
July 5, 2001 (Predecessor), and the year ended December 31, 2000 (Predecessor), in conformity
with accounting principles generally accepted in the United States of America.

/s/ Deloitte & Touche LLP

Richmond, Virginia
March 14, 2003
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Saxon Capital, Inc.

Consolidated Balance Sheets

(Dollars in thousands, except for share data)

Assets:

Accrued interest receivable ...
TIUSEE TECEIVADIE .....ovviviircreecee ettt b e b ese e

Mortgage 10an portfolio........vevvcrercrernrccnerirenieneisse st rnenenens

Allowance for 10an 1085 ..ot
Net mortgage 10an portfolio ......coeiciecnconiinccnone e,

Restricted Cash ............cceivrininirinere et
Servicing related advances
Mortgage servicing rights, net
Deferred tax asset ........cooeevenrercacs

Real ES1A1E OWNEA ......vevereeeeesrerrareseeseeneisensnssrassassessessseesesssssssasssssssssanees
OFNET ASSEIS ..eereveviicicccer et creseses e e s sa b en e eeerns

TOLAl ASSELS....oevivvieicerieerectete et cee st e e b e bbb ane b enreneen

Liabilities and steckholders’ equity:
Liabilities:

Accrued interest payable
Warehouse financing...........
Securitization financing......
NOLE PAYADIE ......ceieirrrn et
Other Habilities ...t

Total HADIIIES .. cveviveeieeeicrererereeie et ceee e
Commitments and contingencies — Note 21 .....cccoccercennieniicnerennenns
Stockholders’ equity:

Common stock, $0.01 par value per share, 100,000,000 shares
authorized; 28,233,781 and 28,050,100 shares issued and
outstanding, FeSPECHIVELY .....vvvreceerireeeriireencnee e sescesererereessesnnnecas

Additional paid-in capital

Other comprehensive income, net of tax of $3,649 and $0......................

Retained earnings (accumulated deficit)

Total stockholders” equity .........cccoconrvricrrnnenee

Total liabilities and stockholders’ equity

December 31, December 31,
2002 2001

$8,098 $6,603
38,630 15,774
44,128 6,781
3,612,473 1,723,477
(40,227) (20,996)
3,572,246 1,702,481
301,435 —
102,558 101,645
24,971 33,847
17,588 11,772
14,563 2,583
38,945 17,863
$4,163,162 $1,899,349
$7,431 $3,197
474,442 283,370
3,347,251 1,326,660
25,000 25,000
22,692 9,124
3,876,816 1,647,351
282 281
259,267 258,004
5,707 —_
21,090 (6,287)
286,346 251,998
$4,163,162 $1,899,349

The accompanying notes are an integral part of these consolidated financial statements.
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Comnselidated Statements of Operations
(Dollars in thousands, except for share data)

Saxon Capital, Inc. SCI Services, Inc, (Predecessor)
For the For the
For the Period July 6, Period For the
Year Ended 2001 to - January 1, Year Ended
December 31, December 31, 2001 ¢o December 31,
2002 2001 July 5, 2001 2000
Revenues:
Interest iNCOME ..vovvvvivive it $214,063 $50,328 $15,331 $34,444
INEETESt EXPEMISE ...vovvvvverersreeesesensssrensessesseenenoe (87,068) (23,457) (11,524) (24,875)
Net interest income . 126,995 26,871 3,807 9,569
Provision for mortgage loan 10Ses .................. (28,117 (11,861) (8,423) (6,403)
Net interest income after provision for
mortgage loan 10sses........cocceouninne. 98,878 15,010 4,616) 3,166
Gain on sale of mortgage assets............ccoevune. 365 — 32,892 79,234
Servicing income, net of amortization.............. 35,260 12,213 16,670 23,677
Total net revenues .......ccoceeeerneveerennnn, 134,503 27,223 44,946 106,077
Expenses:
Payroll and related expenses, net ..............c....... 50,437 19,531 25,220 32,445
General and administrative expenses.... 38,425 15,662 16,684 27,681
Depreciation and amortization ..............c.even.... 1,903 503 3,736 7,308
Impairment of assets, Net........cccceeceveeeincnen — — 7,301 108,445
Impairment of goodwill — — 44,963 —
Other (income) expense 472) 1,771 (1,842) 2,802
Total eXPEnSes .......ccoevecueirirrcrenrrireneeas 90,293 37,467 96,062 178,681
Income (loss) before taxes.........ccooeeevirivereennans 44210 (10,244) (51,116) (72,604)
Income tax expense (benefit) ............cccooorrrennnn. 16,833 (3,957) (21,609) (24,084)
Net ineome (108S).......veevvvvvemeerrererenseeeseessennns $27,377 $(6,287) | _ $(29,507) $(48,520)
Earnings (loss) per common share: (1)
Average common shares — basic............ccoe.uu, 28,103,695 28,050,100 | 28,050,100 28,050,100
Average common shares — diluted 29,165,184 28,050,100} 28,050,100 28,050,100
Basic earnings (loss) per common share.......... $0.97 $(0.22) $(1.05) $(1.73)
Diluted earnings (loss) per common share ...... $0.94 $(0.22) $(1.05) $(1.73)
(€))] Earnings per common share for the periods prior to July 6, 2001 was calculated based upon the assumption that the shares

issued as of July 6, 2001 were outstanding for all periods presented.

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Stockholders’ Equity
(Dollars in thousands)

Accumulated Retained
Common Additional Other Earnings
Shares Common Paid-in Comprehensive (Accumulated
Qutstanding  Stock Capital Income (Loss) Deficit) Total

SCI Serviees, Inc. (Predecessor)
Balance at January 1, 2000........cc.ccceorrvrrrnnee — $— $254,113 $(6,400) $97.944 $345,657
Capital infusions from Dominion Capital... — — 40,000 — — 40,000

Unrealized gain on mortgage

SECUITLIES oo evnrrreererrerieire e reresseeaeeessenanees 8,896 8,896

Less: tax effect.....cccmvninninnnnieennnes (2,496) (2,496)
NEL10SS w.vvvveee e irsseseessnensenns — — — — (48,520) _ (48,520)
Balance at December 31, 2000 — — 294,113 — 49,424 343,537
NEt1OSS oo — — — — (29,507) (29,507)
Disposition of SCI Services, Inc. on July

5, 2001 ...corcreornrrenscrisenisensisenssssessssneaeaenes — — (294,113) — (19917) (314,030
Balance at July 5, 2001 ..coooovvrieenrcnrnnee — — — — — —
Saxon Capital, Inc. (Successor)
Balance at July 6, 2001 .......ccccoooee e — — — — —_ —
Common stock issued in purchase

ACQUISIEION oo v cvevereree et eeecacenesnnes 28,050,100 281 260,619 — — 260,900
Costs associated with issuance of

common stock " — — (2,615) — — (2,615)
NELIOSS oot eeene s — — — — (6,287) (6,287)
Balance at December 31, 2001 ................... 28,050,100 281 258,004 — (6,287) 251,998
Issuance of common stock .......c.ccoevvvveneennn 185,681 1 1,917 — — 1,918
Costs associated with issuance of — —

COMMON SLOCK ..vvvveivvriiiie e seaanees — — (654) (654)
Comprehensive income:

NEt INCOME..vvreecirereiicreeeeere e rirenes —_ — — — 27,377 27,377

Unrealized gain on mortgage

SECULTHES ....vvv i reresae e sserennennenes — — — 994 — 994

Less: accretion of unrealized gain on

MOItgage SECUTIteS .....ocvvvveereerererervennnee — — — 232) — (232)

Less: tax effect of above unrealized

gain on mortgage securities .................... — — — 297) — 297)

Gain on cash flow hedging

INSLTUMENLS ..vevvvvvieveneeeerirnereresvreseeassennnees — — — 9,976 — 9,976

Less: accretion of gain on cash flow

hedging inStruments........coccccovcmrvrrrerenne — — — (1,382) — (1,382)

Less: tax effect of above hedging

AMOUNES ....ovvv vt eeesees e tesesassnesens — — — (3,352) — (3,352)
Total comprehensive income — — — 5,707 27,377 33,084
Balance at December 31,2002 .................. 28,235,781 $282 $259,267 $5,707 $21,090  $286,346

The accompanying notes are an integral part of these consolidated financial statements.




Consolidated Statements of Cash Flows

(Dollars in thousands)

Operating Activities:

Net income (loss) from operations ...........c.c.cccceverccerennn.

Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Depreciation and amortization ............ccccecerveveeeccrennn,
Deferred income taxes....
IMpAirment 0N @SSELS .......cccererrerremcuriereriennereereresesnanns
Purchase and origination of mortgage loans...............
Proceeds from sale of mortgage loans .........cccoecee.,
Principal collections and liquidations on mortgage

Interest-only residual assets retained from
SECUNIHIZALIONS 1.vvvivvveceiriee s s e eeeseesiesesiannanee,
Cash received from residuals ....

Payments received on subordinate bonds ...................
Provision for foan losses.......c.ccccoooveivnneneeicnnnnn,

Increase in servicing related advances
Decrease (increase) in accrued interest receivable .....
Increase (decrease) in accrued interest payable ..........
Increase in trustee receivable........c.covecercinnencenennnnn,
Net change in other assets and other liabilities...........
Net cash provided by (used in) operating

ACHVILIES . eiveneeercriee ettt e,

Imvesting Activities:
Purchase and origination of mortgage loans ...................
Principal payments on mortgage loan portfolio ..............
Proceeds from the sale of mortgage loans..........cccoc.......
Proceeds from the sale of real estate owned
Increase in restricted cash ........c.ooveveceniniinnniinn,
Purchases of derivative instruments ...........ocooccreivvenennnn,
Purchase of mortgage bonds
Principal payments received on mortgage bonds............
Acquisition of Predecessor ...........ocoeeeecoinnieieinivconnnn,
Acquisition of mortgage servicing rights
Net capital expenditures............cccococcovivninnniiins
Net cash used in investing activities .................

Financing Activities:
Proceeds from issuance of securitization financing....
Bond iSSUANCE COSLS .....vvecvevirinrereecer i,
Principal payments on securitization financing...........

Proceeds from (repayment of) warehouse financing,

Saxon Capital, Ine.

SCI Services, Inc. (Predecessor)
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For the For the Period  For the Period  For the Year
Year Ended July 6, 2001 to January 1, Ended
December 31, December 31, 2001 toJuly S, December 31,
2002 2001 2001 2000

$27,377 $(6,287) $(29,507) $(48,520)
14,911 7,602 16,117 29,640
(5,816) (11,772) (20,492) (24,576)
1,803 — 51,987 —
— — (1,224,885) (2,103,228)
— — 661,456 2,098,659
— — 4,959 15,057
— —_ (32,365) (107,824)
— — 25,542 51,461
—_ — — 14,770
— — — 100,697
—_ — 462 —
28,117 11,861 8,423 6,403
5,211 3,400 — —
913) (23,806) (49,398) (4,222)
(22,856) (11,905) (3,012) 2,326
4,234 1,769 104 (603)
(37,347) (6,781) — —
16,567 7,842 7,355 (3,904)
31,288 (28,077) (583,254) 26,136
(2,512,653) (1,151,498) — —
576,035 39,948 — —
49,881 69,580 — —
5,132 — — —
(301,435) — — —_—
(55,303) (17,100) — —_
(6,969) — — —
3,495 — — —
— (145,325) — —
(6,354) (797) (8,229) (18,575)
(4,864) (1,518) (4,064) (3,285)
(2,253,035) (1,206,710) (12,293) (21,860)
2,616,954 1,374,983 — —
(9,983) (4,422) — —
(576,719) (45,404) — —
191,072 (347,666) 552,311 (12,740)
1,918 260,900 — —



Repayment of note payable — — (9,500} (9,500)
Contributions from former parent.... — — 55,300 17,983
Net cash provided by (used in) financing activities 2,223,242 1,238,391 598,111 (4,257)
Net increase in cash 1,495 3,604 2,564
Cash at beginning of period 6,603 2,999 435
Cash at end of period 58,098 56,603 $2,999
‘Supplemental Cash Flow Information:
Cash paid for interest $101,340 $24,456 $11,420 $25,478
Cash paid (refunds received) for taxes 12,408 5,762 (2,475) (6,818)
Non-Cash Financing Activities:
Conversion of intercompany borrowings from parent

to capital $ —
Transfer of loans to real estate owned 2,280

$40,000

The accompanying notes are an integral part of these consolidated financial statements.




Notes to Consolidated Financial Statememnts

@ Organization and Summary of Significant Accounting Policies
(a) The Company and Principles of Consclidation

Saxon Capital, Inc. (the “Company”) INASDAQ: SAXN) was formed on April 23, 2001.
The Company acquired all of the issued and outstanding capital stock of SCI Services, Inc.
(“Predecessor”) from Dominion Capital, Inc. (“Dominion Capital”) on July 6, 2001. The
Company had no activities between April 23, 2001 and the acquisition of SCI Services, Inc. In
connection with the acquisition of Saxon Capital, Inc., the Company sold 28.1 million shares in a
private placement offering. See Note 20 for further discussion.

The acquisition of SCI Services, Inc. was recorded as a purchase. As such, the 2001
consolidated financial statements include the results of operations for the Company from July 6,
2001 to December 31, 2001 and for SCI Services, Inc. from January 1, 2001 to July 5, 2001.

The Company, through its wholly-owned subsidiaries Saxon Mortgage, Inc. (“Saxon
Mortgage™) and America’s MoneyLine, Inc. (“America’s MoneyLine”) is licensed to originate
loans or is exempt from licensing requirements, in 49 states. Its activities consist primarily of
originating and purchasing single-family residential mortgage loans and home equity loans
through three production channels—brokers, correspondent lenders, and direct consumers. The
Company may also, as servicer of record, purchase loans from prior securitizations pursuant to
the clean-up call provisions of the trusts. In addition, the Company, through its wholly-owned
subsidiary Saxon Mortgage Services, Inc., formerly Meritech Mortgage Services, Inc., (“Saxon
Mortgage Services™), services and sub-services single-family mortgage loans throughout the
country that primarily have been purchased or originated by the Company. The Company,
headquartered in Glen Allen, Virginia, has operation centers of its subsidiaries in Fort Worth,
Texas and Foothill Ranch, California and 20 branch offices located throughout the country at
December 31, 2002. The focus of the Company is on originating, purchasing and securitizing
loans to homebuyers who generally do not meet the underwriting guidelines of one of the
government-sponsored agencies such as the Federal Home Loan Morigage Corporation, “Freddie
Mac”, the Federal National Mortgage Association, “Fannie Mae”, and the Government National
Mortgage Association, “Ginnie Mae”. Loans originated or purchased by the Company are
extended on the basis of equity in the borrower’s property and the creditworthiness of the
borrower. The Company accumulates such loans until a sufficient volume has been reached to
securitize into an asset-backed security. Use of the term “Company” throughout these Notes to
Consolidated Financial Statements shall be deemed to refer to or include the applicable
subsidiaries of the Company.

The consolidated financial statements of the Company include the accounts of all wholly-
owned subsidiaries. All inter-company balances and transactions have been eliminated in
consolidation.




(b)  Use of Estimates

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America (“GAAP”) requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the financial statements and the reported amount
of revenues and expenses during the reporting period. Actual results could differ from those
estimates. The recorded balances most affected by the use of estimates are the allowance for
loan loss, hedging activities, valuation of servicing rights, income taxes, and the impairment
assessment of goodwill.

{9} Mortgage Loan Portfolic

Mortgage loans are held for investment and consist of mortgage loans secured by
single-family residential properties (which may include manufactured homes affixed to and
classified as real property under applicable law), condominiums, and cne-to-four unit properties.
Loan origination fees and certain direct loan origination costs, as well as any premiums or
discounts from acquiring mortgage loans are deferred as an adjustment to the cost basis of the
loans. These fees and costs are amortized over the life of the loan on a level yield basis.

The Predecessor structured its securitizations as a sale of the mortgage loans, with a
corresponding one-time recognition of gain or loss. As a result of this accounting treatment, the
mortgage loans were removed from the consolidated balance sheet at the time of securitization
except for certain residual interests retained in the Predecessor’s securitizations.

Since July 6, 2001, the Company has structured securitizations as financing transactions,
and accordingly holds the mortgage loans for investment. These securitizations do not meet the
qualifying special purpose entity criteria because after the loans are securitized, the securitization
trust may acquire derivatives relating to beneficial interests retained by the Company; also, the
Company, as servicer, subject to applicable contractual provisions, has sole discretion to use its
best commercial judgment in determining whether to sell or work out any mortgage loans
securitized through a securitization trust that become troubled. Accordingly, following a
securitization, the mortgage loans remain on the consolidated balance sheet and the securitization
indebtedness replaces the warehouse debt associated with the securitized mortgage loans. The
Company records interest income on the mortgage loans and interest expense on the debt
securities issued in the securitization over the life of the debt obligations, instead of recognizing
a one-time gain or loss upon completion of a sale.

(@) Securitization of Servicing Related Advances

The Company has securitized a portion of its servicing related advances related to the
principal or interest advances the Company is obligated to make as servicer. This securitization
is structured as a financing transaction. Accordingly, the servicing related advances remain on
the consolidated balance sheet and the securitization indebtedness is recorded.




{e) Called Loans

Called loans are performing or non-performing mortgage loans acquired from
outstanding securitizations pursuant to the clean-up call option that the servicer has. This option
permits the servicer to purchase the remaining securitized loans when the total outstanding
amount falls to a specified level, typically 10% of the original principal balance. Called loans
are recorded on the consolidated balance sheets at the price paid. The Company generally
intends to either securitize or sell the mortgage loans that it acquires in these transactions.

® Provisiom for Mortgage Loan Loss

The Company evaluates the adequacy of its allowance for loan loss monthly. Provision
for loan losses on mortgage loans is recorded to maintain the allowance for loan loss at an
appropriate level for currently existing probable losses of principal, interest and fees, uncollected
and advanced interest, and associated unamortized basis adjustments. Provision amounts are
charged as a current period expense to operations. The Company charges off uncollectible loans
at the time of liquidation or at the time the loan is transferred to real estate owned. The
Company defines a mortgage loan as impaired at the time the loan becomes 30 days delinquent
under its payment terms. Probable losses are determined based on segmenting the portfolio
relating to their contractual delinquency status, applying the Company’s historical loss
experience, and other relevant economic data. Allowance for loan loss estimates are reviewed
monthly and adjustments are reported in earnings when they become known. As these estimates
are influenced by factors outside of the Company’s control and due to the characteristics of the
portfolio and migration into various credit risks, such as mortgagee payment patterns and
economic conditions, there is uncertainty inherent in these estimates, making it reasonably
possible that they could change.

(g Real Estate Owned

When a loan is deemed to be uncollectible and foreclosed, it is transferred to real estate
owned at the lower of cost or net realizable value. Net realizable value is defined as the
property’s fair value less estimated costs to sell. Individual real estate owned properties are
periodically reviewed and additional impairments are recorded, as required. Costs of holding
this real estate and related gains and losses on disposition are credited or charged to operations as
incurred.

(f) Enterest Income

The Company earns interest income on mortgage loans as contractually due on the
mortgage loan. Nonaccrual mortgage loans are loans on which accrual of interest has been
suspended. Interest income is suspended on all mortgage loans when principal or interest
payments are more than three months contractually past due. Accrual of income on nonaccrual
mortgage loans is resumed if the receivable becomes less than three months contractually past
due. Accrued interest losses are provided for within the allowance for loan loss reserve.




Imterest-only Residual Assets and Subordinate Bond [nvestments

®

In recording and accounting for interest-only residual assets (“1/Cs”) prior to July 6,
2001, the Predecessor made assumptions, which were believed to reascnably reflect economic
and other relevant conditions that affect fair value, which were then in effect, about rates of
prepayments, and defaults and the value of collateral. Due to subsequent changes in economic
and other relevant conditions, the actual rates of prepayments and defaults and the value of the
collateral generally differed from the initial estimates, and these differences were sometimes
material. The I/Os and related hedges, and subordinate bonds recorded at July 5, 2001 were
assigned to Dominion Capital and are no longer included on the Company’s consolidated
balance sheet.

@

Mortgage Servicing Rights

The Company recognizes as a separate asset the rights to service mortgage loans for
others once such rights are contractually separated from the underlying mortgage loans, for both
loans originated by the Company prior to July 6, 2001 and acquired servicing rights from third
parties. Mortgage servicing rights are amortized in proportion to and over the period of the
estimated net servicing income and are recorded at the lower of amortized cost or fair value on
the consclidated balance sheets. Mortgage servicing rights are assessed periodically to
determine if there has been any impairment to the recorded balance, based on fair value at the
date of the assessment and by stratifying the mortgage servicing rights based on underlying loan
characteristics, specifically by quarter of capitalization. In addition, the Company periodically
evaluates its mortgage servicing rights for other than temporary impairment to determine if the
carrying value before the application of the valuation allowance is recoverable. When the
Company determines that a portion of the mortgage servicing rights are not recoverable, the
related mortgage servicing rights and the previously established valuation allowance are
correspondingly reduced to reflect the other than temporary impairment. Since July 6, 2001, the
Company’s securitizations are treated as financings, and accordingly the Company has not
capitalized any mortgage servicing rights upon securitization.

(k) Servicing Revenue Recognition

Mortgage loans serviced require regular monthly payments from borrowers. Income on
loan servicing is generally recorded as payments are collected and is based on a percentage of the
principal balance of the respective loans. Loan servicing expenses are charged to operations
when incurred. The contractual servicing fee is recorded as a component of interest income on
the consolidated statements of operations for loans owned by the Company, and it is recorded as
servicing income on the consolidated statements of operations for loans serviced for others.
Prepayment penalty income is included within servicing income on the consolidated statements
of operations and represents all contractual income received for loans in which a borrower chose
to prepay before a contractual time period. Prepayment penalty income is recorded when
collected.
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O Federal Income Taxes

The Company accounts for certain income and expense items differently for income tax
purposes than for financial reporting purposes. Deferred taxes represent temporary differences
between GAAP and tax basis of assets and liabilities. Saxon Capital, Inc. and its subsidiaries file
consolidated federal income tax returns. Before July 6, 2001, the Company’s results of
operations were included in the consolidated Federal income tax return of its former parent.

The Company measures and records deferred tax assets and liabilities for all temporary
differences. Temporary differences occur when events and transactions recognized for financial
reporting purposes result in taxable or tax deductible amounts in future periods.

(m) Derivative Financial Instruments

The Company may use a variety of financial instruments to hedge the exposure to
changes in interest rates. The Company may enter into interest rate swap agreements, interest
rate cap agreements, interest rate floor agreements, financial forwards, financial futures and
options on financial futures (“Interest Rate Agreements™) to manage the sensitivity to changes in
market interest rates. The Interest Rate Agreements used have an active secondary market, and
none are obtained for speculation or trading. These Interest Rate Agreements are intended to
provide income and cash flow to offset potential reduced net interest income and cash flow under
certain interest rate environments. At trade date, these instruments and their hedging relationship
are identified, designated and documented.

The Company currently accounts for its derivative financial instruments as cash flow
hedges with the objective of hedging interest rate risk. The fair value of the Company’s
derivative instruments, along with any margin accounts associated with the contracts, are
included in other assets. Any changes in fair value of derivative instruments related to hedge
effectiveness are reported in accumulated other comprehensive income. Changes in fair value of
derivative instruments related to hedge ineffectiveness and activity that does not qualify for
hedge treatment are recorded as adjustments to earnings.

All derivatives are recognized on the balance sheet at their fair value. On the date the
derivative contract is entered into, the Company designates the derivative as a cash flow hedge,
which hedges the variable rate debt of a recognized liability. Changes in the fair value of
derivatives are recorded in other assets. The effectiveness attributable to the hedged risk is
recorded in other comprehensive income. Other comprehensive income is amortized or accreted
into earnings through interest expense as the hedged transaction affects earnings. Accordingly,
ineffectiveness related to changes in the fair value of hedging instruments is recognized in
current period earnings.

The Company documents the relationships between hedging instruments and hedged
items, as well as the Company’s risk-management objective and strategy for undertaking various
hedge transactions. This process includes linking derivatives to specific assets or liabilities on the
balance sheet. The Company also assesses, both at the hedge’s inception and on an ongoing
basis, whether the derivatives used in hedging transactions are highly effective in offsetting
changes in fair values of hedged items. When it is determined that a derivative is not highly



effective as a hedge or that it has ceased to be a highly effective hedge, the Company
discontinues hedge accounting prospectively, as discussed below.

When hedge accounting is discontinued because it is determined that the derivative no
longer qualifies as an effective hedge, the derivative will continue to be recorded on the balance
sheet at its fair value. Any change in the fair value of a derivative no longer qualifying as
effective, is recognized in current period earnings. When a hedge is terminated it is
derecognized at the time of termination. For terminated hedges or hedges that no longer qualify
as effective, the effective position previously recorded remains in other comprehensive income
and continues to be amortized or accreted into earnings with the hedged item.

If the hedged transaction is extinguished, the Company typically terminates any
applicable hedges. However, if the Company continues to hold the derivatives, they continue to
be recorded on the balance sheet at fair value with any changes being recorded to current period
earnings.

(m)

Property and equipment are stated at cost. Depreciation is computed using the
straight-line method over a period of three to forty years. Additions to property, equipment,
leasehold improvements, and major replacements or improvements are capitalized at cost.

Maintenance, repairs and minor replacements are expensed when incurred.

Property and Equipment

Capital leases are classified as property and equipment in the accompanying consolidated
balance sheets. The amounts representing capital lease obligations are amortized using the
interest method to allocate payments between principal reduction and interest expense. The
initial carrying amounts represent the present value of the future rental payments discounted at
the lower of the incremental borrowing rate of the lessee or the interest rate implicit in the lease.

(o) Goodwill

Goodwill is the excess of the cost over fair value of identifiable assets or intangibles acquired in
business combinations. SCI Services, Inc. goodwill was amortized on a straight-line basis over
40 years and was evaluated for impairment annually. See Note 16 for a discussion of SCI
Services, Inc. goodwill impairment. The acquisition of Saxon Capital, Inc. resulted in goodwill
of $3.2 million. Goodwill is included in other assets, and is not amortized but is evaluated
annually for impairment.

) Stock Options

The Company has elected to follow APB 25, Accounting for Stock Issued to Employees, the
intrinsic value method, in accounting for its stock option plans for stock options issued to
employees and non-employee directors. Accordingly, the Company does not recognize
compensation expense upon the issuance of its stock options because the option terms are fixed
and the exercise price equals the market price of the underlying stock on the grant date. Any
options issued to consultants are expensed. The following table illustrates the effect on net income
and earnings per share if the Company had applied the fair value method to stock-based employee
compensation.
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Saxon Capital, Inc. SCI Services, Inc. (Predecessor)
For the For the
Period July Period
Year Ended 8, 2001 to Januvary 1, Year Ended
December December 2001 to July | December 31,
31,2002 31, 2001 5,2001 2000
($ in thousands)
Net income, as reported .........c.covevevnrnrirenees $27,377 $(6,287) $(29,507) $(48,520)
Deduct: Total stock-based compensation
expense determined under fair value
based method for all awards, net of
related tax effects.......coovevvviviicenneevinnnns (2,407) (1,068) - —
Pro forma net income........o....coeorerreverrierneees $24,970 $(7,355) $(29,507) $(48,520)
Earnings per share:
Basic — a3 TEPOTted ..vuvuvrrvvrneceermssreessensriess $0.97 $(0.22) $(1.05) $(1.73)
Basic — Pro fOrma..........eeveeneeoeerseessererereon $0.89 $(0.26) $(1.05) $(1.73)
Diluted — as reported.........coovrerrrernrvrnniennnns $0.94 $(0.22) $(1.05) $(1.73)
Diluted — pro forma.............eevermervenserensrnenn. $0.86 3(0.26) $(1.05) $(1.73)

(@)  Restricted Cash

Restricted cash of the Company includes amounts required for prefunding the 2002-3
securitization and cash pledged as collateral to certain trusts. Prefunded amounts are held in a
trust account and made available during the prefunding period to purchase subsequent mortgage
loans. At the end of the prefunding period, any prefunded amounts not used to purchase
mortgage loans are distributed as principal prepayments to the certificate holders or may be
returned to the Company. On January 10, 2003, the 2002-3 securitization prefunding was closed
and all the required mortgage loans were included in the securitization.

@) Trustee Receivable

On each payment date, the trust distributes SAST securitization loan payments to their
related bondholders. These loan payments are collected by the trust between cut-off dates, which
is typically the 17" of each month. Therefore, all principal payments received subsequent to the
cut-off date are recorded as a trustee receivable on the consolidated balance sheet. These
principal payments are retained by the trustee until the following payment date.

(s) Reclassifications

Certain amounts for 2001 and 2000 have been reclassified to conform to presentations
adopted in 2002.

) Recently Issued Accounting Standards

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44,
and 64, Amendment of FASB Statement No. 13, and Technical Corrections. SFAS No. 145
(rescission of SFAS No. 4, Reporting Gains and Losses from Extinguishment of Debt and SFAS
No. 64, Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements) requires that
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extinguishments of debt are to be classified in the income statement as ordinary income or loss
and not to be included as an extraordinary item. The provisions of SFAS No. 145 related to the
rescission of SFAS No. 4 are effective for fiscal years beginning after May 15, 2002. Any gain
or loss on extinguishment of debt that was classified as an extraordinary item in prior periods
presented that does not meet the criteria in Opinion 30 for classification as an extraordinary item
shall be reclassified. The provisions of SFAS No. 145 that are related to SFAS No. 13 are
effective for transactions occurring after May 15, 2002. All other provisions of SFAS No. 145
are effective for financial statements issued on or after May 15, 2602. Management will adopt
the remaining provisions of SFAS 145 on January 1, 2003 , but does not expect this to have an
impact on the financial position, results of operations, or cash flows of the Company.

In June 2002, FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or
Disposal Activities, which rescinds Emerging Issues Task Force (EITF) Issue No. 94-3, Liability
Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity.
SFAS No. 146 addresses financial accounting and reporting for costs associated with exit or
disposal activities and requires that a liability be recognized when it is incurred and should
initially be measured and recorded at fair value. This statement is effective for exit or disposal
activities that are initiated after December 31, 2002. Effective January 1, 2003, management
will implement SFAS 146, but does not expect this to have an impact on the financial position,
results of operations, or cash flows of the Company.

Effective October 2002, the Company adopted SFAS No. 147, Acquisitions of Certain
Financial Institutions which amends SFAS No. 72, Accounting for Certain Acquisitions of
Banking or Thrift Institutions, SFAS No. 144, Accounting for the Impairment or Disposal of
Long-Lived Assets, and FASB Interpretation No. 9, Applying APB Opinions No. 16 and 17 When
a Savings and Loan Association or a Similar Institution is Acquired in a Business Combination
Accounted for by the Purchase Method. The adoption of SFAS No. 147 did not have a material
impact on the Company’s consolidated results of operations and financial position.

In December 2002, FASB issued SFAS No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure, which amends SFAS No. 123, Accounting for Stock-
Based Compensation. This statement amends SFAS No. 123 to provide alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based
compensation. In addition, this statement amends the disclosure requirements of SFAS No. 123
to require prominent disclosures in both annual and interim financial statements about the
method of accounting for stock-based employee compensation and the effect of the method used
on reported results. This statement is effective for financial statements for fiscal years ending
after December 15, 2002. Accordingly, the Company has included the required additional
disclosures in the 2002 consolidated financial statements. The adoption of SFAS No. 148 did
not have a material impact on the Company’s consolidated results of operations and financial
position.

In November 2002, FASB issued FASB Interpretation No. 45, Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of
Others, which provides interpretation of FASB Statements No. 5, 57, and 107 and rescinds
FASB Interpretation No. 34. This Interpretation clarifies that a guarantor is required to
recognize, at the inception of a guarantee, a liability for the fair value of the obligation it has
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guaranteed to a creditor on behalf of a third party. It also elaborates on disclosures a guarantor is
to make in its interim and annual financial statements about any obligations under certain
guarantees it has issued. The effective date for the initial recognition and initial measurement
provisions of this Interpretation is for guarantees issued or modified after December 31, 2002;
however, the disclosure requirements are effective for financial statements ending after
December 15, 2002. The Company is not currently acting as guarantor in any capacity related to
circumstances described by FASB Interpretation No. 45 and is therefore not impacted at this
time.

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable
Interest Entities, which addresses consolidation by business enterprises of variable interest
entities and the reporting and disclosure requirements of such. Variable interests are defined as
contractual, ownership or other pecuniary interests in an entity that change with changes in the
entity’s net asset value. This interpretation requires existing unconsolidated variable interest
entities to be consolidated by their primary beneficiaries if the entities do not effectively disperse
risks among parties involved. The primary beneficiary is one that absorbs a majority of the
expected losses, residual returns, or both as a result of holding variable interests. If an entity has
a variable interest in which it is the primary beneficiary, the entity must then include the variable
" Interest entity’s assets, liabilities, and results of operations in its consolidated financial
statements. This Interpretation is immediately effective and must be applied to variable interest
entities created after January 31, 2003 or in which an enterprise obtains an interest in after that
date. In connection with the loans the Company services for others, the Company does not own
any interests in the related securitized trusts or loan pools or have any other economic interests
other than those associated with acting as servicer for the related mortgage loans. Effective
February 1, 2003, management will implement Interpretation No. 46, but does not expect this to
have an impact on our financial position, results of operations, or cash flows.

)] Earnings Per Share

Basic earnings per share is based on the weighted average number of common shares
outstanding, excluding any dilutive effects of options or warrants. Diluted earnings per share is
based on the weighted average number of common shares, dilutive stock options and dilutive
stock warrants outstanding during the year. Computations of earnings per common share were
as follows:
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Saxon Capital, Inc. SCI Services, Inc. (Predecessor)

Year Ended For the Period For the Period Year Ended
December 31, July 6, 2001 to January 1, 2001 December 31,
2002 December 31, 2001 | to July 5, 2001(1) 2000 (1)
($ in thousands, except per share amounts)

Basic:
Net iNCOME .........ccreccerererrermrnerensens $27,377 $(6,287) $(29,507) $(48,520)
Weighted average common shares

OUEStANAING ...ovvveveeeeeeererresnreneenne 28,104 28,050 28,050 28,050

Diluted:
Net income........coveveniererreneccrerenenes $27,377 $(6,287) $(29,507) $(48,520)
Weighted average common shares

outstANding ........c.oocevrrrvecrcreccrnenes 28,104 28,050 28,050 28,050
Dilutive effect of stock options

and Wartants ..........coee.veeeverreesnnns 1,061 — — —
Weighted average common shares

outstanding — diluted................... 29,165 28,050 28,050 28,050
Earnings per share ..., $0.94 $(0.22) $(1.05) $(1.73)

(1) Earnings per common share for periods prior to July 6, 2001 was calculated based upon the assumption that the shares

issued as of July 6, 2001were outstanding throughout the periods presented.
3) Mortgage Loan Portfolio

The Company’s subsidiaries purchase and originate fixed-rate and adjustable-rate
mortgage loans that have a contractual maturity of up to 30 years. These mortgage loans are
secured by single-family residential properties (which may include manufactured homes affixed
to and classified as real property under applicable law), condominiums and one-to-four unit
properties, and are being recorded at the lower of cost or estimated fair value. Most of these
mortgage loans are pledged as collateral for a portion of the warehouse financing and
securitization financing.

Approximately 23% and 24% of the property securing the Company’s mortgage loan
portfolio was located in the state of California at December 31, 2002 and December 31, 2001,
respectively. No other state comprised more than 8% of our mortgage loan portfolio at
December 31, 2002 or December 31, 2001.

During the year ended December 31, 2002, the Company completed three securitizations
of mortgage loans ($2.2 billion in principal balances and $81.5 million in unamortized basis
adjustments). During the period July 6, 2001 to December 31, 2001, the Company completed
two securitizations of mortgage loans ($1.4 billion in principal balances and $44.2 million in
unamortized basis adjustments).

Mortgage loans as of December 31, 2002 and December 31, 2001 were as follows:
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Securitized mortgage loans - principal balance............
Unsecuritized mortgage loans - principal balance .......
Unamortized basis adjustments (1} .......ocoovreervrrnrecnee
Unamortized basis adjustments (2) .......c.ccocoeveererrrnnene

Ending balance.........c.ccoeevreeeeerencrnrerennecccnenencnnnnsenes

¢y
@

December 31, 2002 December 31, 2001
($ in thousands)
.............. $2,933,099 $1,310,405
.............. 550,103 353,352
.............. 151,095 70,268
............... (21,824) (10,548)
$3,612,473 $1,723,477

Included in the unamortized basis adjustments are premiums, hedge basis adjustments, and deferred origination costs.

Included in the unamortized basis adjustments are discounts and deferred income.

From time to time, the Company may choose to sell certain mortgage loans rather than
securitize them. The following chart summarizes the Company’s activity with respect to sold

mortgage loans during the periods presented.

Saxon Capital, Inc. SCI Services, Inc. (Predecessor)
Year Ended For the Period July | For the Period Year Ended
December 31, 6, 2001 to December | January 1, 2001 December 31,
2002 31, 2001 to July 5, 2001 2000
($ in thousands)
Performing mortgage loans ........ $29,819 $66,765 $— $—
Delinquent mortgage loans (1)... 22,985 3,430 3,057 —
Total mortgage loans sold........... 52,804 70,195 5,057
Basis adjustments.........cc.ccoouenne (2,646) 1,204 176 —
Cash received........coooorvvvesennnn. 50,523 71,399 4,158 —
Gain (10SS) .o.eoveeeeeeeeinreeeees $365 — $(1,075) $—

(1) Includes real estate owned.

@

Allowzance for Loan Loss

The Company is exposed to risk of loss from its mortgage loan portfolio and establishes
this allowance for loan loss taking into account a variety of criteria including the contractual
delinquency status and historical loss experience. The adequacy of this allowance for loan loss is

evaluated monthly and adjusted based on this review.

Activity related to the allowance for loan loss for the mortgage loan portfolio for the

years ended December 31, 2002, 2001 and 2000 is as follows:
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Saxcn Capital, Inc. SCI Services, Inc. (Predecessor)

Year Ended For the Period July | For the Period Year Ended

December 31, 6, 2001 to December | January 1, 2001 December 31,

2002 31, 2001 to July 5, 2001 2000
(8 in thousands)

Beginning balance............coeevne.n. $20,996 $3,978 $3,607 $1,035
Acquisition related provision...... — 3,072 — —
Provision for loan losses............. 33,328 15,261 8,423 6,403
Charge-offs......coo..ovmmmrrverrnrernenn. (14,097) (1,315) (8,052) (3,831)
Ending balance................cccoooreen. $40,227 $20,996 $3,978 $3,607

Provision for losses on advanced interest in the amount of $5.2 million for the year ended
December 31, 2002 and $3.4 million for the period July 6, 2001 to December 31, 2001 is
included as a component of interest income in the consolidated statements of operations and is
included in the above table within provision for loan losses. There were no provisions made for
losses on advanced interest for the period from January 1, 2001 to July 5, 2001 and the year
ended December 31, 2000.

Since our divestiture, charge-offs include $8.9 million for the year ended December 31,
2002 and $0.9 million for the period July 6, 2001 to December 31, 2001, related to transfers to
real estate owned being recorded at the lower of cost or net realizable value.

(5) Mortgage Servicing Rights

Mortgage servicing rights represent the carrying value of the Company’s servicing
portfolio. As of December 31, 2002, the fair value of the mortgage servicing rights was
measured at $26.8 million. The following table summarizes activity in mortgage servicing rights
for the year ended December 31, 2000, the period January 1 to July 5, 2001, the period July 6 to
December 31, 2001, and the year ended December 31, 2002:




Mortgage Servicing Rights

(3 in thousands)

SCI Services, Inc. (Predecessor)

Balance at December 31,2000 ........occcoveveeine $40,416
Retained from securitizations 18,575
AMOTtIZAtION ... veeereen (11,157)
Balance at January 1, 2001 ..........ccccoevvrrrirenenee 47,834
Retained from securitizations............ceceeveenne. 5,439
PUrchased.......cooevvrieerciniernnrerenseenseresessenene 2,790
Amortization.................... (14,447)
Balance at July 5, 2001 $41,616
Saxon Capital, Inc. (Successor)

Balance at July 6, 2001 .........cooveennennccnnns $41,616
Purchased..........ccoeeiicrciinnnerccnenecnniene 797
AMOTtZALON .......ooooveovereeeeriievess s sssensenen (8,566)
Balance at December 31,2001 ..............co..o.. 33,847
Purchased...........coovveeeieeereececcees e 6,354
Amortization (13,427)
Permanent impairment (1,569)
Temporary impairment » (234)
Balance at December 31,2002 ..........ccoveve.... $24,971

The following table summarizes the activity of our valuation allowance:

Valuation Allowance

(8 in thousands)

Balance at January 1,2002............coeerereeerrerncencncenennes $ —
IMPAIMENt.....ieriirrieeesiee e (1,803)
Permanent impairment ............eeuveveeeecerceneeeerrorennennsences 1,569
Balance at December 31, 2002.........ccccccccversemruvssseesenns $(234)

As of December 31, 2002, the following table summarizes the remaining estimated
projected amortization expense for mortgage servicing rights for each of the five succeeding years:

December 31,

(8 in thousands)

$5,600

4,077

3,219

2,536

2,007

7,532

$24,971
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Prior to July 6, 2001, MSRs were recorded on the consolidated balance sheet at the time
of securitization as loans were sold; however, subsequent to July 5, 2001, no MSRs are recorded
at the time of securitization as loans are financed. Key economic assumptions used in measuring
the mortgage servicing rights at the date of securitization resulting from securitizations
completed during 2001 were as follows (rate ¥ per annum):

2001
Prepayment speed..........cccocovvvniceicnnnnineiines 22 CPR-65CPR (1)
Weighted average life—loans (in years) ........c.c....... 3.28
Expected credit 1055€S ...ovvininiiciniinin 3.22%
Residual cash flow discount rate 15.00%
# Weighted-average rates for securitizations entered into during the period for securitizations of loans with

similar characteristics.

) Fixed rate loans ramp up to 25 CPR (“Constant Prepayment Rate”) over 16 months and thereafter.
Adjustable rate loans ramp up to 65 CPR over 16 months; ramping down to 40 CPR over the subsequent 12
months and thereafter.

Second liens ramp up to 35 CPR over 16 months; ramping down to 22 CPR over the subsequent 26 months
and thereafter.

Two-year hybrid loans ramp up to 32 CPR over 14 months; ramping up to 65 CPR in month 25; ramping
down to 31 CPR over the subsequent 7 months and thereafter. Three-year hybrid loans ramp up to 32 CPR
over 14 months; ramping up to 60 CPR in month 37; ramping down to 31 CPR over the subsequent 7 months -
and thereafter. '

At December 31, 2002 and 2001, the fair value and weighted average life in years of the
mortgage servicing rights were as follows:

2002 (1) 20011

Weighted- Weighted-
average [ife of average life of

Fair Value collateral Fair Value collateral

($ in thousands)
1996 Deals $— — $357 2.47
1997 Deals.... — — 1,221 2.35
1998 Deals.... 2,984 3.00 4,432 2.71
1999 Deals.... 4,887 2.77 9,468 2.67
2000 Deals.... 6,869 324 13,408 2.69
2001 Deals 2,497 3.47 3,748 2.83
2002 Deals 9,515 3.74 — —
TOtAL.....oooeeerereeesssss eeneressssessseer s eessessssnes $26,752 $32,634

(1) Excludes purchased mortgage servicing rights.

The table below indicates the key economic assumptions and the sensitivity to immediate
20%, 25% and 50% adverse prepayment speeds used tc value mortgage servicing rights as of
December 31, 2002:
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Mortgage Servicing Rights

20% 25% 50%
Current Adverse Adverse Adverse
Assumptions Effect Effect Effect
($ in thousands)
1998 Deals ..o, 39 CPR - 44 CPR ($1,061) ($1,190)  ($1,763)
1999 Deals..... 35 CPR-44 CPR (1,586) (1,795) (2.717)
2000 Deals......cooveee. 38 CPR —-43 CPR (1,616) (1,981) (3,599)
2001 Deals................. 37 CPR - 38 CPR (525) (644) (1,169)
2002 Deals.......oovvvon... 37 CPR-49 CPR (2,001) (2,456) (4,474)
Ol (56,789) __ (58,066) _ (513,122)

The table below indicates the immediate sensitivity on the current fair value of mortgage
servicing rights using a 20%, 22% and 24% discount rate as of December 31, 2002:

Mortgage Servicing Rights

20% 22% 24%
Current Discount Discount Discount
Assumptions Rate Rate Rate
(8 in thousands) :

1998 Deals.................. 12.74% - 13.00% ($628) (8641) ($654)
1999 Deals 12.51% - 14.52% (242) (265) (287)
2000 Deals 13.11% - 13.66% (413) 451) (489)
2001 Deals 13.25%-13.31% (151) (164) (178)
2002 Deals................. 13.63% - 14.54% (646) (705) (763)
Y17 FO (82,080)  (82,226) ($2,371)

These sensitivities are hypothetical and should be used with caution. As the figures
indicate, changes in fair value based on a constant percent variation in assumptions generally
cannot be exirapolated because the relationship of the change in assumption to the change in fair
value may not be linear. The effect of a variation in a particular assumption on the fair value of
the retained interest is calculated without changing any other assumption; in reality, changes in
one factor may result in changes in another (for example, increases in market interest rates may
result in lower prepayments and increased credit losses), which might magnify or counteract the
sensitivities.

(6) Loan Servicing Portffolio

As of December 31, 2002 and 2001, the Company serviced a portfolio consisting of loans
in all 50 states. The loan servicing portfolios as of December 31, 2002 and 2001 are summarized

below:
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December 31, 2002 December 31, 2001
Number of Principal Number of Principal
Loans Balance Loans Balance
(8§ in thousands)

Saxon Capital, Inc. (1) .occcvvereeiernirerecccrnmrenenenenne 28,002 $3,505,255 13,179 $1,537,309
Dominion Capital (2). .....ccovevveeeenceeineecerinrensnieininns 27,691 2,355,149 44,408 4,065,199
Credit Suisse First BOStON........ccccvrisioirnveenrenrencrens 6,293 823,234 3,350 432,720
Greenwich Capital, Inc 4,772 735,150 1,246 88,600
Dynex Capital, INC .....c.oevrrvicrcrciniinenninns 962 98,310 1,413 154,297
Fannie Mae, Freddie Mac, and Ginnie Mae............ 1,333 36,594 1,668 49,525
Various government entities and other investors ... 573 21,868 690 27,654
........................................................................ 69,626 $7,575,560 65,954 $6,355,304

M
@

morigage loan portfolic:

Includes loans securitized by Saxon Capital, Inc. from July 6, 2001 to December 31, 2002.

Includes loans securitized by SCI Services, Inc. from May 1996 to July 5, 2001.

The following table summarizes information about the delinquency of the Company’s




Years Ended December 31,

Total Delinguencies and Loss Experience 2002 2001

($ in thousands)
Total outstanding principal balance (at period end).. $3,505,255  $1,665,060
Delinquency (at period end):

30-59 days:
Principal balance......c..coceevreerenieremrenennnens $209,600 $133,261
Delinquency percentage 5.98% 8.00%
60-89 days:
Principal balance...........cccovveovvereencceennennnne $68,263 $22,202
Delinquency percentage 1.95% 1.33%
90 days or more:
Principal balance...........ccovceerineiinercnnenns $37,685 $9,153
Delinquency percentage 1.08% 0.55%
Bankruptcies (1):
Principal balance.........ovveevvrencrnencrenrennienns $55,339 $7,332
Delinquency percentage..........oovceeneeeivinnne 1.58% 0.44%
Foreclosures:
Principal balance...........cocvvvvenrcncrnierinencnns $78,910 $24,308
Delinquency percentage..........covouververeernnens 2.25% 1.46%
Real Estate Owned:
Principal balance...........ccccooevrerieereeninenne $22,878 $3,578
Delinquency percentage. .........cooeevvreveerrnerens 0.65% 0.21%
Total Seriously Delinquent including real estate 7.06% 3.81%
OWNEA (2) 1 eiiiiriee i e e niesrre s s rve st ee s sreneene
Total Seriously Delinquent excluding real estate 6.41% 3.59%
OWIIEA.......o ittt
Net losses on liquidated loans — GAAP basis ........... $14,097 $1,315
Percentage of losses on liquidated loans...........c....... 0.18% —
Loss severity on liquidated loans (3) ........cococoveeeeee 24.75% 4.79%
(n Bankruptcies include both non-performing and performing loans in which the related borrower is in bankruptcy.
2) Seriously delinquent is defined as loans that are 60 or more days delinquent, foreclosed, REO, or held by a borrower

who has declared bankruptcy and is 60 or more days contractually delinquent.

3) Loss severity is defined as the total loss claims divided by the actual unpaid principal balance at the time of liquidation.
Total loss claims include all accrued interest, fees and principal balances.

(7)  Servicing Related Advances

When borrowers are delinquent in making monthly payments on mortgage loans included
in a securitization, the Company generally is required to advance principal payments, interest
payments, insurance premiums, property taxes, and property protection costs with respect to the
delinquent mortgage loans to the extent that the advances are ultimately recoverable from
proceeds of the related loan or mortgaged property.

For servicing related advances made for loans associated with securitizations prior to July
6, 2001 there was no need to reserve for uncollectible amounts as all amounts are paid by the
related trust. Principal and interest advances on these loans are included within servicing related
advances on the consolidated balance sheets.

F-23




The balances of servicing related advances at Becember 31, 2002 and December 31,
2001 were as follows:

December 31,2002 | December 31, 2001
(8 in thousands)
Escrow advances (taxes and insurance)............oooveveeee $ 30,041 $ 22,758
Foreclosure and other advances.........c..c.ccccueeee.. 14,159 15,500
Principal and interest advances (1) 58,358 63,387
Total servicing related advances...........ccoo.....ccoorrvveeeees $102,558 $101,645

(1) Includes amounts outstanding of $56.7 million related to servicing related advances that were securitized at December
31,2002.

{8} Property and Equipment

Property and equipment consisted of the following:

December 31, 2002 December 31, 2001
(8 in thousands)
Computers and SOfTWATE.......cooveererenirnerensiseneserenns $8,638 $4,903
Fumniture and equipment 763 574
Leasehold improvements 1,429 731
BUIAINES.....ocvvnrveiverisesinassssssies s s sssens 242 —
Total property and equipment 11,072 6,208
Accumulated depreciation and amortization................ (2,485) 677
Total property and equipment, net $8,587 $5,531

Property and equipment balances are included in other assets in the consolidated balance
sheets. Depreciation expense was $1.9 million, $0.5 million, $2.3 million, and $4.2 million for
the year ended December 31, 2002, for the periods July 6, 2001 to December 31, 2001 and
January 1, 2001 to July 5, 2001, and for the year ended December 31, 2000, respectively.

(9) Imvestor Funds and Escrow

Investor funds totaling $134.9 million and $114.3 million were held in segregated bank
accounts at December 31, 2002 and December 31, 2001, respectively. These funds are
applicable to mortgage loans serviced for investors. Included in investor funds are escrow funds
totaling $24.2 million, and $21.3 million at December 31, 2002 and December 31, 2001,
respectively, which were also held in segregated bank accounts. These funds are applicable to
mortgage loans being serviced. The funds and the related liabilities of the accounts are not
included in the accompanying financial statements.

(10) Interest-Only Residual Assets

During the period January 1, 2001 to July 5, 2001, and the year ending December 31,
2000, SCI Services, Inc. sold residential mortgage loans in securitization transactions. In all
those securitizations, SCI Services, Inc. retained servicing responsibilities and subordinated
interests. Prior to July 6, 2001, SCI Services, Inc. received annual servicing fees approximating
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50 basis points of the outstanding balance and rights to future cash flows arising after the
investors in the securitization trust have received the return for which they contracted. In
addition, SCI Services, Inc. received future cash flows from prepayment penalties on mortgage
loans that prepaid during the contractual penalty period and other ancillary benefits. The
investors and the securitization trusts had no recourse to SCI Services, Inc.’s other assets for
failure of debtors to pay when due. SCI Services, Inc.’s retained interests were subordinate to
investor’s interests. Their value was subject to credit, prepayment, and interest rate risks on the
transferred financial assets.

Since July 6, 2001, the Company structures the securitizations as financing transactions
because these securitizations do not meet the qualifying special purpose entity criteria because
after the loans are securitized, the securitization trust may acquire derivatives relating to
beneficial interests retained by the Company; also as servicer, subject to applicable contractual
provisions, the Company has sole discretion to use our best commercial judgment in determining
whether to sell or work out any loans securitized through the securitization trust that become
troubled. Accordingly, following a securitization accounted for as a financing, the mortgage
loans remain-on the balance sheet, and the securitization indebtedness replaces the warehouse
debt associated with the securitized mortgage loans. The Company now records interest income
on the mortgage loans and interest expense on the securities issued in the securitization over the
life of the securitization, instead of recognizing a gain or loss upon completion of the
securitization.

For the period January 1, through July 5, 2001, and the year ending December 31, 2000,
SCI Services, Inc. recognized pretax gains of $32.9 million and $79.2 million, respectively, on
the securitization of residential mortgage loans.

During 2000, SCI Services, Inc. increased the discount rate on its residual assets from
12% to 17% and on its mortgage servicing rights from 12% to 15% to reflect changes in market
discount rates. In addition, SCI Services, Inc. transferred these investments from its
available-for-sale portfolio to trading because of its former parent’s intention to divest its interest
in SCI Services, Inc. SCI Services, Inc. reflected the impairment losses of $106.5 million in its
consolidated statement of operations.

Saxon Capital, Inc. acquired all of the issued and outstanding capital stock of SCI
Services, Inc. from Dominion Capital, Inc. (“Dominion Capital”), a wholly owned subsidiary of
Dominion Resources, Inc. (“Dominion Resources™) on July 6, 2001. Dominion Resources
retained all of the interest-only residual assets during this transaction. As such, these assets are
not recorded on Saxon Capital, Inc.’s consolidated balance sheet at December 31, 2001.

Activity for the interest-only residual assets is summarized as follows:

F-25




SCI Services, Inc.

(Predecessor)
Interest-onty

Residual
Assets (1)

(8§ in thousands)
Balance at January 1, 2000 ..........ccccoeeimmreiinennencrinneniienesssiceesessassresens $346,675
Retained from securitizations, including related hedges .. . 107,824
Cash 1€CeIVEd ......c.ouveeerevceerrecrrre e (51,461)
Loss on trading securities, net of hedge activity . (1,970)
Permanent impairment..............coov.cormervsseissens . (102,653)
Balance at December 31, 2000 .........ooemeevieeeereeeeeseeeeeeeiseeeseesseseeseesessnsesns 298,415
Retained from securitization, including related hedges.........cc.ccoeevccerrerurennns 32,365
CaSh TECEIVE ...ttt ns s a s e (25,542)
Gain on trading securities, net of hedge actiVity ......ccccorvrerrcrecrennenenie 111
Balance at July 5, 2001 .......oovv.ceenrvvroroeeennessssseeeenssssssssesseessssssssssssssssensnanssssens $305,349

(¢Y) Includes prepayment penalties.

As part of the sale agreement between Saxon Capital Inc. and Dominion Capital the retained
interests were sold to Dominion Capital. As a result, the following only reflects information for
the period January 1, 2001 to July 5, 2001. Key economic assumptions used in measuring the
retained interests at the date of securitization resulting from securitizations completed during
2001 were as follows (rate* per annum):

2001
Residential
Mortgage Loans (1)

Prepayments Speed...........cccoorvrrenmmmmne e essesteeseeeceees 22 CPR - 65 CPR(2)
Weighted average life—loans (in years) .. 3.28
Expected credit losses............c...... 3.22%
Residual cash flow discounted at...........cccocervviecvrerinniecennieceenns 17.00%

* Weighted-average rates for securitizations entered into during the period for securitizations of loans with similar

characteristics.
(0)) Includes prepayment penalties.
2) Fixed rate loans ramp up to 25 CPR (“Constant Prepayment Rate”) over 16 months and thereafter.

Adjustable rate loans ramp up to 65 CPR over 16 months; ramping down to 40 CPR over the subsequent 12 months and
thereafter.

Second liens ramp up to 35 CPR over 16 months; ramping down to 22 CPR over the subsequent 26 months and thereafter.

Two-year hybrid loans ramp up to 32 CPR over 14 months; ramping up to 65 CPR in month 25; ramping down to 31 CPR
over the subsequent 7 months and thereafter. Three-year hybrid loans ramp up to 32 CPR over 14 months; ramping up to
60 CPR in month 37; ramping down to 31 CPR over the subsequent 7 months and thereafter.

The table below summarizes certain cash flows received from and paid to securitization
trusts during the period January 1, 2001 to July 5, 2001 and for the year ended December 31,
2000:
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SCI Services, In¢c. (Predecessor)

For the Period Year Ended
January 1, 2001 to December 31,
July 5, 2001 2000
(8 in thousands)
Proceeds from sale of mortgage 10ans.............ccveveevereerreneeneereereeneencens $661,500 $2,098,700
Servicing fees received ...o.vviviniiiieieeee e e 14,700 24,300
Other cash flows received on retained interests 25,500 53,200
Purchases of delinquent or foreclosed assets ...........cccooe...... (4,600) (34,800)
Servicing advances, net of repayments ..........ccoocevererernenen, (49,400) (4,200)
Prepayment penalties received ..........ccooveenecconnresnsernnnenes 8,500 14,200
Master Servicing fees .........ccooverieieieereeieeerenr s 1,100 1,000

(11)  Subordinate Bond Investmemnts

At the time of a securitization, SCI Services, Inc. retained some of the bonds being sold.
All of the bonds retained by SCI Services, Inc. had been subordinate to senior classes of bonds.
Interest income recognized on the subordinate bonds for the period January 1, 2001 to July 5,
2001 and the year ended December 31, 2000 was $0.7 million and $1.8 million, respectively.
* During the year ended December 31, 2000, SCI Services, Inc. sold $14.8 million of subordinate
bonds for a loss of $0.4 million. There were no sales of subordinate bonds during the period
ended July 5, 2001.

SCI Services, Inc. reclassed these bonds from available for sale to trading during
June 2000, which resulted in a $1.6 million gain recognized at the time of the reclassification.

Saxon Capital, Inc. acquired all of the issued and outstanding capital stock of SCI
Services, Inc. from Dominion Capital, Inc. (“Dominion Capital”), a wholly owned subsidiary of
Dominion Resources, Inc. (“Dominion Resources™) on July 6, 2001. Dominion Resources
retained all of the subordinate bond investments during this transaction. As such, these assets are
not recorded on Saxon Capital, Inc.’s consolidated balance sheet at December 31, 2001.

Activity for the subordinate bond investments for the period January 1, 2001 to July 5,
2001 and the year ended December 31, 2000 is summarized as follows:

SCI Services, Inc. (Predecessor)

For the Period
January 1, 2001 to Year Ended
July §, 2001 December 31, 20600
($ in thousands)
Balance, beginning of period ..........ccoccevvimnrrsienencnnncens $13,597 $27,019
Principal PRYMENLS ......coeurveereecrinereeereeerssssesseessseeesseses (462) (14,770)
Fair value adjustment ................coovvevoeroeroeroeereessesssensens 277 1,348
Balance, end of Period..............ccovvveeererevnrervssesssenesesenssesns $13,412 $13,597

(12) Warehouse Financing, Securitization Financing and Note Payable

A summary of the balances under these agreements at December 31, 2002 and December
31, 2001, respectively, is as follows:
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December 31, 2002

December 31, 2001

(8 in thousands)

Amounts Qutstanding
Warehouse financing — 10ans............evveeeeececremnenninennieenn. $100,071 $58,980
Warehouse financing — servicing advances.. — 6,000
Repurchase agreements — 10ans ..., 374,371 218,390
Repurchase agreements — servicing advances................... — —
Securitization financing — servicing advances ................... 66,565 —
Securitization financing — loans and real estate owned...... 3,280,686 1,326,660
NOte PAYADIC.........veevvecreeitieeseieseees oo snessssesssesenes 25,000 25,000
$3,846,693 $1,635,030
Qutstanding Collateral
Warehouse financing — 10anS..........cccoovvrecncnensccccecnns $154,515 $123,564
Warehouse financing — servicing advances...... — 44,665
Repurchase agreements —loans...........coceeneneeee 380,377 221,496
Repurchase agreements — servicing advances...... — 51,733
Securitization financing — servicing advances ..... 74,283 —
Securitization financing — loans and real estate owned (1) 3,287,061 1,311,005
TOMAL oo sis st ar sttt $3,896,236 $1,752,463
Total Committed
Warehouse financing — loans and servicing advances $140,000 $140,000
Repurchase agreements —10ans ...........cccovvevenrinrenicececenne 1,275,000 1,200,000
Repurchase agreements — servicing advances — 30,000
Securitization financing — servicing advances .................. 75,000 —
TOl.erer e seses et srees ettt $1,490,000 $1,370,000
Remaining Capacity to Borrow
Warehouse financing — loans and servicing advances ....... $39,929 $75,020
Repurchase agreements — 10anS .........ccooererrrennevercerercennes 900,629 981,609
Repurchase agreements — servicing advances................... — 30,000
Securitization financing — servicing advances ................... 8,435 —
Tl $948,993 $1,086,629
(1) Real estate owned are recorded at the lower of costs or net realizable value.

The following table summarizes our contractual obligations at December 31, 2002:

Less than 1 After 5
Payments Due by Period Total year 1-3 years 3-5 years years
($ in thousands)

Warehouse financing facility — line of credit..... $100,071 $100,071 $ — - 8 — 8 —
Warehouse financing facility — repurchase

AETEEMNENS ...vveeeveerereemrer e reriereseereresrereneon 374,371 231,631 142,740 — —
Securitization financing — servicing advances ... 66,565 31,793 34,772 —_ —
Securitization financing — loans and real estate 3,280,686 1,206,694 1,302,299 466,873 304,820

OWNEd (1) et i
Note payable ... 25,000 — 25,000 — —
Total contractual cash obligations .............c...... $3,846,693  $1,570,189  $1,504,811 $466,873  $304,820
(H Amounts shown are estimated bond payments based on anticipated receipt of principal and interest on underlying

mortgage loan collateral using historical prepayment speeds.

A summary of interest expense and the weighted average cost of funds is as follows:
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Saxenr Capital, Inc. SCI Services, Inc. (Predecessor)
For the Year For the Period
Ended July 6, to For the Period For the Year Ended
December 31, December 31, January I, to July 5, December 31,
2002 2001 2001 2000
(8 in thousands)
Interest Expense
Warehouse financing ......... $923 $162 $499 $1,639
Repurchase agreements...... 6,733 4,317 5,288 14,541
Securitization financing .... 74,204 17,000 1,438 —
Notes payable..................... 2,006 ) 985 3,665 8,695
(071115 SR 3,202 993 634 —
3 U1 O $87,068 $23457 $11,524 $24,875
Weighted Average Cost
of Funds
Warehouse financing (1).... 3.06% 3.99% 5.85% 6.91%
Repurchase agreements...... 2.49% 3.79% 5.56% 6.87%
Securitization
financing(2)........ccoveeenene 4.10% 4.41% — —
Notes payable...................... 8.00% 8.00% 5.68% 6.75%
B 117 P 3.94% 4.33% 3.64% 6.83%
(¢)) Excludes loan buydown and legal fees associated with the facility.
) Excludes amortization of bond premiums, other comprehensive income on cash flow hedges, and deferred issuance costs.

Under its borrowing agreements, the Company is subject to certain debt covenants and is
required to maintain or satisfy specified financial ratios and tests, as well as other customary
covenants, representations and warranties, and events of default. In the event of default, the
Company may be prohibited from paying dividends and making distributions under certain of its
credit facilities without the prior approval of its lenders. At December 31, 2002, the Company
was in compliance with all the covenants under the respective borrowing agreements.

(13) Employee Savings Plan

Prior to July 6, 2001, the Company’s employees were eligible to participate in the
Dominion Resources 401(k) Plan upon the employee’s sixth month of employment. Under this
plan, eligible employees were able to defer up to 15% of their income on a pre-tax basis. The
Company matched 50% of the employees’ first 6% of income. The total expense related to the
Company’s matching contributions during the period January 1, 2001 to July 5, 2001 and the
year ended December 31, 2000 was $0.2 million and $0.4 million, respectively.

Following the Company’s divestiture from Dominion Resources, the Company’s
employees were immediately eligible to participate in the SCI Services, Inc. 401(k) Plan
provided they were 18 years of age and scheduled to work at least 1,000 hours annually. Under
the current plan, a maximum of 15% of the employees’ eligible eamings can be contributed to
the plan on a pre-tax basis, and up to 20% of the employees’ eligible earnings can be contributed
on an after-tax basis. The pre-tax and after-tax contributions in combination cannot exceed 20%.
The Company may also make discretionary matching contributions in proportion to employees’
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pre-tax contributions. Currently, the Company contributes 50% of the employees’ first 6% of
eligible earnings. Additional funds may also be contributed annually at the Company’s
discretion. No such additional Company contributions were made during 2002 or 2001.

Effective April 2002, the Company established the SCI Services, Inc. Deferred
Compensation Plan to allow senior management employees the option of deferring a portion of
eligible income into a non-qualified plan. Eligible employees may defer up to 15% of their base
salary and up to 100% of their annual bonus payment into this plan on a pre-tax basis. The
Company may also make discretionary matching contributions in proportion to employees’
deferred earnings. Currently, the Company contributes 50% of the employees’ first 2% of total
deferred earnings. ‘

The total expense related to the Company’s matching contributions for the year ended
December 31, 2002 and during the period July 6, 2001 to December 31, 2001 was $0.6 million
and $0.2 million, respectively.

(14) Income Taxes

The components of the provision for income taxes for the year ended December 31, 2002, the
period July 6, 2001 to December 31, 2001, the period January 1, 2001 to July 5, 2001, and for
the year ended December 31, 2000 consist of the following:

Saxen Capital, Inc. SCI Services, Ine. (Predecessor)
For the Year
For the Year For the Period July | For the Period Ended
Ended December 6, 2001 to January 1,2001 December 31,
31, 2002 December 31, 2001 | to July 5, 2001 2000
(8 in thousands)
Federal
CUITENL ..o neeons $30,243 $7,007 $(200) $(172)
Deferred......cocoveervevenccicneenniceens (15,408) (10,452) (14,005) (27,801)
State
CUITeNt ...t e e 5,031 808 (1,017 664
Deferred ......vvereennnriiniisssiesceons (3,033) (1,320 (6,387) 3,225
Total income tax expense (benefit) ............ $16,833 $(3,957) $(21,609) $(24,084)

The amounts provided for income taxes differ from the amount provided at the statutory
federal rate as follows:
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Saxon Capital, Inc. SCI Services, Inc. (Predecessor)
For the
For the Period July 6, For the Period Year Ended
For the Year Ended 2001 to December 31, | January 1,2001to  December
December 31, 2002 2001 July 5, 2001 31, 2000
(8 in thousands)
Federal income tax expense (benefit) at
SEALULOTY TALE ....vovevreseserecnreeronaceninananscenennen $15,473 $(3,611) $(17,891) $(25,411)
State income tax expense (benefit), net....... 1,998 (503) (2,300) (2,904)
Federal tax (benefit) expense of state tax
dedUCtion.......c.occverrcr e 699) 176 (805) 1,106
Other expense (benefit), net............oooeveenee 61 (19) (613) 3,125
Total income tax expense (benefit) ............. $16,833 $(3,957) $(21,609) $(24,084)

The income tax effects of temporary differences that give rise to the net deferred tax asset
and liability at December 31, 2002, 2001 and 2000 are as follows:

SCI Services,
Ine.
Saxon Capital, Inc. (Predecessor)
December 31, December 31, December 31,
2002 2001 2000
(8 in thousands)
Deferred tax asset (liability):
Tax gain on sale of loans, net of hedging transactions ......... $19,758 $9,063 $(70,704)
Amortization of intangibles.........cccccccernniiirereiecececeennn 7,549 2,790 (1,565)
Deferred revVenue........o.cvcveiieiieenecriresiesie s (430) 164 —
Allowance for loan loss.... (752) 141 1,542
Depreciation............ccceue... (594) (386) —
Original issue discount...... 15,414 — 20,409
Gain on sale of MSRs...... — — (36,014)
Impairment of residuals............... — — 57,084
Hedging transactions.........c.c........ (19,722) — —
Other comprehensive income (3,649) — —
OUREE coveoecvee ettt sss s s nnseas 14 — (2,291)
Total deferred tax asset (liability) $17,588 $11,772 $(31,539)

The Company recognizes all of its net deferred tax assets if it believes that it is more
likely than not, given all available evidence, that all of the benefits of the carryforward losses and
other deferred tax assets will be realized. Management believes that, based on the available
evidence, it is more likely than not that the Company will realize the benefit from its deferred tax

assets.
(15) DBerivatives

Objectives for Holding Derivative Instruments

The Company’s risk management program addresses potential financial risks such as
interest rate and counterparty risk. The Board of Directors determines limits for such risks and
reviews and regularly approves the policies and procedures for such activities.
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The Company generally funds its assets with liabilities that have similar interest rate
features, which reduces any structural interest rate risk. Over time, customer demand for the
mortgage loans shifts between fixed rate and floating rate products, based on market conditions
and preferences. These shifts result in different funding strategies and produce different interest
rate exposures. The Company maintains an overall risk management strategy that uses a variety
of interest rate derivative financial instruments to mitigate the exposure to fluctuations caused by
volatility in interest rates. The Company manages the exposure to interest rate risk primarily
through the use of interest rate forwards, futures, options and swaps, and other risk management
instruments. The Company does not use derivatives to speculate on interest rates and does not
use leveraged derivative instruments for interest rate risk management.

By using derivative instruments as part of the risk management strategy, the Company is
exposed to additional credit risk. The Company mitigates counterparty credit risk in derivative
instruments by established credit approval policies and risk control limits, and by using only
highly rated financial institutions and actively traded hedging instruments. Certain derivative
agreements require payments be made to, or be received from, the counterparty when the fair
value of the derivative exceeds a prespecified contractual amount.

As of October 1, 2002, the Company re-designated all of its derivative financial
instruments as cash flow hedges, which hedges the variable rate debt of a recognized liability.
At December 31, 2002 and December 31, 2001, the fair value of the Company’s derivatives
totaled $0.3 million and $(0.8) million, respectively. The derivative fair value is held on the
balance sheet as part of other assets. As of December 31, 2002 hedge effectiveness recorded in
other comprehensive income was $8.6 million, with a tax effect of $3.4 million. The expected
effect of other comprehensive income on earnings for the year ended December 31, 2003 is $5.2
million of income. At December 31, 2001 the Company accounted for derivatives as fair value
hedges and therefore other comprehensive income was not utilized. Hedge ineffectiveness
associated with cash flow hedges resulted in income in the amount of $0.4 million for the period
ended December 31, 2002 and $0.2 million for the period ended December 31, 2001.

At December 31, 2002 the Company had $16.3 million of basis adjustments related to
fair value hedging activity. The basis adjustment is amortized into earnings through interest
income based on the life of the previously hedged loans.

(16) SCI Services, Inc. Goedwill Impairment

In connection with the divestiture of SCI Services, Inc., the historical goodwill recorded
on SCI Services, Inc.’s consolidated balance sheet was determined to be impaired as the
purchase price paid for SCI Services, Inc. was substantially at net book value, excluding
historical goodwill. As such, SCI Services, Inc. recorded a $45.0 million goodwill impairment
charge to its consolidated statement of operations in the second quarter of 2001.

(17) Stockholders’ Equity

On July 6, 2001, the Company purchased all of the issued and outstanding shares of
capital stock of SCI Services, Inc. from Dominion Capital. In connection with the acquisition of
SCI Services, Inc., the Company sold 28.0 million shares of $.01 par value common stock at a
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price of $9.30 per share (net of underwriter’s discount) in a private placement offering. The
Company incurred $0.7 million and $2.6 million of legal, consulting and accounting costs in
connection with the issuance of common stock for the years ended December 31, 2002 and 2001,
respectively. Simultaneously with the sale of the 28.0 million shares, the Company sold 50,000
shares to officers of Saxon Capital, Inc. at a price of $10.00 per share. A portion of the proceeds
was used to acquire SCI Services, Inc., as described further in Note 20.

In connection with the Company’s private offering in 2001, the Company granted
warrants to Friedman, Billings, Ramsey & Co., Inc. (“FBR”) to purchase an aggregate of
1,200,000 shares of our common stock, of which 1,080,000 shares are beneficially owned by
FBR, at an exercise price of $10.00 per share. The warrants are exercisable for a period of five
years, commencing on July 6, 2001. As of December 31, 2002, no warrants have been exercised.

Pursuant to the Company’s Employee Stock Purchase Plan, participating employees of
the Company can elect to purchase the Company’s common stock at a 15% discount. Activity
related to the Company’s Employee Stock Purchase Plan for the year ended December 31, 2002
was as follows:

Issuance Date Shares Issued Issuance Price Proceeds
(amounts in thousands, except issuance price per share)
January 30, 2002 30.3 $9.80 $297
March 28, 2002 8.3 $12.55 3104
June 28, 2002 12.6 $13.82 $174
September 30, 2002 19.0 $9.41 $178
December 31, 2002 155 $10.63 $164
Total ‘ 85.7 $917

In addition to the Employee Stock Purchase Plan, additional shares were issued during the
fourth quarter 2002 when 100,000 stock options were exercised at a strike price of $10.00,
resulting in proceeds of $1,000,000.

During the year ended December 31, 2000, the Company converted $40.0 million of
borrowings from its former parent into capital.

(18) Steck Compensation Plams

Stock Incentive Plan — The Company has established the Saxon Capital, Inc. 2001 Stock
Incentive Plan (the “Stock Incentive Plan”) which provides for the issuance of stock options to
eligible employees and other eligible participants. The Stock Incentive Plan also authorizes the
issuance to eligible participants of other awards including restricted common stock, stock
appreciation rights, or unit awards based on the value of the Company’s common stock;
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however, the Company has not issued any of such other types of awards. The maximum number
of stock options or other awards under the Stock Incentive Plan is calculated as of January 1 of
each year at the greater of (i) 2,998,556; (ii) 10.69% of the total number of then outstanding
shares of common stock of the Company as of January 1 of each year; or (iii) the maximum
number that has been previously awarded or granted under the Stock Incentive Plan, provided
that the total number of shares to be issued under the Stock Incentive Plan may not exceed
6,000,000.

The Compensation Committee of the Board of Directors administers the Stock Incentive
Plan, and has full authority to select the recipients of awards, to decide when awards are to be
made, to determine the type and number of awards, and to establish the vesting requirements and
other features and conditions of each award.

All outstanding stock options granted by the Company vest over a 4-year period and have
a 10-year life, except for 400,000 options granted to a former executive officer during 2001,
which vested on June 26, 2002 and have a 1-year life from that date.

In addition to the 2,701,000 options outstanding at December 31, 2002 pursuant to the
Stock Incentive Plan, 475,000 stock options were granted by the Company in 2001 to non-
employee members of its Board of Directors and were outstanding at December 31, 2002 and
2001.

The following table summarizes the transactions relating to the Company’s stock options
for the year ended December 31, 2002:

Weighted Average
Number of Gpticns Exercise Price

Options outstanding, July 6, 2001 ........cccceeveenvvcreiminicnencecresesinns — —
OPLIONS ELANLEd.........coevevevririirrerircrereeieeeietneeiesesrisies e ere s saessss e sesses aeses 3,274,000 $10.02
Options cancelled.........cccovmmieeeniereeeniiriniesiees sttt srese e saes (68,500) $10.04
Options outstanding, December 31, 2001 (includes 2,730,500 options

outstanding under the Stock Incentive Plan).........c.cccccoovirnnnnirrcceennnns 3,205,500 $10.02
Options granted.........ouevvceemmecrveveniienserenniens 97,500 $11.82
Options eXercised..........coovevmuernrererereerenceneas (100,000) $10.00
Options cancelled............ovvvevireeeieeinienrereere e e es (27,000} $10.10
Options outstanding, December 31, 2002 (includes 2,701,000 options

outstanding pursuant to the Stock Incentive Plan)..........ccccovevivvrircennne 3,176,000 $10.08

The following table summarizes additional information concerning outstanding and
exercisable stock options at December 31, 2002.
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Options Outstanding Options Exercisable

Range of Remaining Weighted Weighted
Exercisable Number Contractual Average Number Average
Prices QOutstanding Life in Years Exercise Price Exercisable Exercise Price
$10.00 2,485,000 85 $10.00 846,250 $10.00
$10.10 7,500 89 $10.10 1,875 $10.10
$10.10 586,000 8.8 $10.10 146,500 $10.10
$14.15 7,500 9.6 $14.15 — —
$11.63 90,000 9.6 $11.63 — —
3,176,000 994,625

As of December 31, 2002, no options have been granted to consultants. The Company
does not recognize compensation expense upon the issuance of its stock options because the
option terms are fixed and the exercise price equals the market price of the underlying stock on
the grant date. During the year ended December 31, 2002, the Company determined the pro-
~ forma information as if the Company had accounted for stock options granted since May 31,
2001, under the fair value method of SFAS 123. The weighted average fair values of options
granted in 2002 and 2001 were $7.91 per share and $4.83 per share, respectively. The Black-
Scholes option pricing model was used with the following weighted average assumptions for
options issued during 2002: '

2002 2001
Risk-free interest rate 4.18%-4.47% 4.60%-541%
Dividend yield — —
Volatility factor 51.08% 23.56%
Weighted average expected life 10 years 10 years

Employee Stock Purchase Plan — The Company’s Employee Stock Purchase Plan
authorizes the issuance of up to a total of 1,000,000 shares of common stock to participating
employees. The 1,000,000 share aggregate limitation shall be adjusted proportionately for any
increase or decrease in the number of outstanding shares of the stock. Under the terms of the
Stock Purchase Plan, eligible employees may have up to 15% of eligible compensation deducted
from their pay to purchase common stock. The per share purchase price is 85% of the last
transaction price per share of our common stock on the last trading day of the offering period.
Employees did not begin participating in the Stock Purchase Plan until fiscal year 2002.

(19) Disclosure about Financial Instruments

Fair value of financial instruments is defined as the amount at which the instrument could
be exchanged in a current transaction between willing parties other than in a forced or liquidation
sale. In cases where market prices are not available, fair values are based on estimates using
present value or other valuation techniques. Those techniques are significantly affected by the
assumptions used, including the discount rate and estimates of future cash flows. In that regard,
the derived fair value estimates cannot be substantiated by comparison to independent markets
and, in many cases, could not be realized in immediate settlement of the instrument. Certain
financial instruments due to their nature and all non-financial instruments are excluded from this
disclosure.
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The following methods and assumptions were used to estimate the fair value of the
Company’s financial instruments:

Mortgage loan pertfolic — The morigage loan portfolio’s fair value is determined by the
projected carrying cost or a market price based upon investor demand. The fair value of the
principal balance of the mortgage loan portfolio at December 31, 2002 and 2001 is $3.6 billion
and $1.7 billion, respectively. At December 31, 2002 and 2001, the carrying values of the
mortgage loan portfolio are $3.6 billion and $1.7 billion, respectively.

Mortgage bonds — At December 31, 2002 mortgage bonds are held on the consolidated
balance sheets at fair value in other assets. The mortgage bonds’ fair value is based on the
remaining principal and interest cash flows at December 31, 2002, discounted at 15%. At
December 31, 2001 the Company did not own any mortgage bonds. '

Derivative instruments — At December 31, 2002 and 2001, derivative instruments are
held on the consclidated balance sheets in other assets. These items are recorded at fair value
using broker prices.

Securitization financing — Securitization financing is the debt associated with the ABS
securitizations and is tied to floating interest rates. The carrying values for securitization
financing at December 31, 2002 and 2001 approximate fair value.

Note payable — The fair value of the note payable with a fixed interest rate is determined
by the present value of future payments based on interest rate conditions at December 31, 2002.
The fair value of the note payable at December 31, 2002 and 2001 is $26.2 and $25.5 million,
respectively. At December 31, 2002 and 2001, the carrying value of the note payable is $25.0
million.

Warehouse financing — Warehouse financing is secured by unsecuritized mortgage
loans and is tied to floating interest rates, and accordingly the carrying value is considered a
reasonable estimate of fair value. '

(2¢) Acaquisition of SCI Services, Inc. and Issuance of Common Stock

On July 6, 2001, Saxon Capital, Inc. issued 28,000,000 shares of $.01 par value common
stock at a price of $9.30 per share (net of underwriter’s discount) and 50,000 shares at a price of
$10.00 per share. A portion of the proceeds was used to acquire SCI Services, Inc., as described
below.

On July 6, 2001, the Company, acquired 100 percent of the issued and outstanding
common shares of SCI Services, Inc. from Dominion Capital at a price equal to its adjusted book
value (excluding certain assets, liabilities and existing goocdwill at closing, plus a $5 million
premium. In addition, SCI Services, Inc. paid a $6.7 million premium for mortgage loans heid
for sale, which represented the increase in value of mortgage loans after February 28, 2001.
Dominion Capital retained interest-only residual assets, and subordinated bonds that the
Predecessor had retained from securitizations before July 6, 2001. In addition, the due to
Dominion Capital liability and all tax liabilities were paid at closing. The aggregate purchase
price was $170.3 million, including $145.3 million of cash and a $25 million note payable to .
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Dominion Capital. The note to Dominion Capital pays interest at 8% per annum and is due in
full on July 6, 2006.

The following table summarizes the estimated fair values of the assets acquired and
liabilities assumed at the date of acquisition.

At July 6, 2001
(8 in thousands)
aSH it sttt s b bR R R A b et bt b e s se e b arrraeeee $2,999
Mortgage loans held for SAle ... e 669,680
MoOrtgage SErviCINgG FIZNLS. ...c.c.vvvimiiimiiicireerer et 41,616
Servicing related @SSELS ..ottt naerere 81,526
Furniture, fixtures and eQUIPITIENE .........ccccovurererirrrrrerranrtessensssessesesesanseserersssesesasssssisessassesessessansesessen 4,755
OFNET BSSELS.vvevvrvvucseserseseesessssessaness st s s st sessssessssnssesesbesns s e bbb et be e bs e bAsen S s e arst e 6,925
TOtal ASSELS ACQUITEA .vvvvvvrvrrsrrrenireeeieeeseeseeis e ssseessss s bsesssss s ses s st s s st ensss s ss s asss s st sssnstes $807,501
Warehouse fINANCING.......cccovrierireeerier ettt et n e ne s tbe s bbbt ascees $631,036
Other CUITENt HADIIIEES . ......covvrvvvrvrrerieeeeeeeisee e s eenseessts s sessss st s ses e sssesssss s st b sas s sasssesssans 10,973
Total [iabilities BEQUITEA ......v.ivuevrereseieeriesicnies s sttt cs sttt sssins 642,009
Net ASSES ACQUITEM. ... eeeeeiiieieiecre ettt ettt se e bbbt bestaencs 165,492
PUTCHESE PTICE PAIA...ve.rvesererresseersssisessisesssessssssssssses st ssssssssessssssssssss st sscsssssssnssssnssssensesnsssssssssrnsens 170,325
GOOAWILL .vovvvevvs st ssss s s $4,833

The acquisition of Saxon Capital, Inc. resulted in goodwill of $4.8 million at July 6,
2001. Accrued loss contingencies originally anticipated at that time were realized at a lower
amount than originally anticipated; accordingly, the goodwill balance was reduced to $3.2
million as of December 31, 2002. Goodwill, which is included in other assets, will not be
amortized but will be evaluated annually for impairment. As of June 30, 2002, goodwill was
evaluated and was not considered to be impaired.

(21} Commitments and Contingencies
Leases

The Company’s subsidiaries are obligated under non-cancelable operating leases for
property and both operating and capital leases for equipment. Minimum annual rental payments
as of December 31, 2002 are as follows:
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Real Property Equipment

Operating Operating Capital Total

Years Ending December 31, (S in thousands)

$4,946 $2,242 $40 $7,228
4,861 1,089 3 5,953
4,174 91 — 4,265
3,242 — — 3,242
2,366 — — 2,366
2,214 — — 2,214
$21,803 $3,422 $43 $25,268

4.9%

$41

For the year ended December 31, 2002, rental and lease expense amounted to $6.8
million. Rental and lease expense amounted to $3.0 million, $2.7 million and $4.9 million for the
periods July 6, 2001 to December 31, 2001 and January 1, 2001 to July 5, 2001 and the year ended
December 31, 2000, respectively.

Mortgage Loans

At December 31, 2002 and December 31, 2001, the Company’s subsidiaries had
commitments to fund mortgage loans of approximately $339.3 million and $197.8 million,
respectively. This does not necessarily represent future cash requirements, as some portion of
the commitments are likely to expire without being drawn upon or may be subsequently declined
for credit or other reasons.

As part of its representations and warranties made at the time of securitization, the
Company’s subsidiary acting in the capacity as seller agrees that it will repurchase any loan
which is found to be materially and adversely affected by a violation of such representations and
warranties. As of December 31, 2002 there were no obligations for any loans that had been
securitized.

Legal Matters

Because the nature of the business of the Company’s subsidiaries involve the collection
of numerous accounts, the validity of liens and compliance with various state and federal lending
laws, the Company or its subsidiaries are subject, in the normal course of business, to various
legal proceedings. The resolution of these lawsuits, in management’s opinion, will not have a
material adverse effect on the financial position or the results of operations of the Company.

Insurance Policies

As of December 31, 2002, the Company carried a primary directors and officers liability
insurance policy for $10 million, excess directors and officer’s liability insurance policies
totaling $40 million and key man insurance policies in the amount of $9.6 million. In addition,
the Company carried a banker’s professional/lenders liability policy, a mortgage protection
policy, a fiduciary liability policy and an employment practices liability policy for $10 million
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each; a financial institutions bond and a commercial umbrella coverage for $15 million each; a
commercial general liability policy and a property insurance policy for $2 million per
occurrence; and a business auto policy and worker’s compensation policy for $1 million each.

(22) Related Party Transactions

At December 31, 2002 and 2001, the Company had $11.9 million and $5.8 million,
respectively, of unpaid principal balances within its mortgage loan portfolio, related to mortgage
loans originated for employees of the Company. These mortgage loans were underwritten to the
Company’s underwriting guidelines. When making loans to our employees, the Company
waives loan origination fees that otherwise would be paid to us by the borrower, and reduces the
interest rate by 25 basis points from the market rate. Effective December 1, 2002, the Company
no longer renews or makes any new loans to its executive officers or directors.

During 2002 and 2001, the Company paid $0.3 million and $0.4 million, respectively, to
OIC Design, Inc. (“OIC”) for marketing and printing material. No amounts were paid during
2000. The owner and principal officer of OIC is the spouse of the Executive Vice President of
the Company. The relationship with OIC was discontinued during 2002.

{23) Segments

The operating segments reported below are the segments of the Company for which
separate financial information is available and for which revenues and operating income amounts
are evaluated regularly by management in deciding how to allocate resources and in assessing
performance. The accounting policies of the business segments are the same as those described
in the summary of significant accounting policies (Note 1).

Segment revenues and operating income amounts are evaluated and include the estimated
fair value of mortgage loans originated assuming they were sold, servicing income, other income
and expense, and general and administrative expenses. Estimated fair value of mortgage loans
originated represents the amount in excess of the segment’s basis in its loan production that
would be generated assuming the mortgage loans were sold.

Certain amounts are not evaluated at the segment level and are included in the segment
net operating income (loss) reconciliation below. The unallocated gain (loss) on securitizations
represents the difference between the segment’s fair value of mortgage loans originated if they
were sold and the actual gain on securitization. For the period July 6, 2001 to December 31,
2001, the segment’s estimated fair value from a gain on sale of mortgage loans originated was
required to be eliminated since the Company now structures our securitizations as financing
transactions.

Management does not identify assets to the segments and evaluates assets only at the
consolidated level. As such, only operating results for the segments are included herein.
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Predecessor
For the
For the Period For the
For the Period July | January i, Year
Year Ended  6,2001 to 2001 to July Ended
December December 5, December
31, 2002 31, 2001 2001 31,2000
(8 in thousands)

Segment Revenues:

WHOIESALE ......covirvireierenee e $30,930 $27,760 $24,069 $24,309

COITeSPONAENt ...c.ovrrececarrereernirs e reccesions 11,173 9,229 8,884 12,047

RELAIL oot cerses s essssessesessesnens 32,182 13,845 10,872 14,551

SEIVICING oo eorvrervrrrevcsseiniosis s ircaseassnesrrassssnnee 34,753 11,681 16,550 25,208

Total Segment reVENUES..................errerrers $109,038 $62,515 $60,375 $76,115

Segment Net Operating Income (Loss):

WHOIESALE ......ceovmericrerir e senees $13,683 $21,128 $15,857 $8,918

Correspondent .......oveieesiriieereriereereniesei e 5,277 6,504 5,606 5,558

RELAIL.ooveiiee e ceerea s sasecenessenes 9,503 4,292 2,124 (1,225)

Servicing (1) oeeercrcnrecrrcrcrrener s 14,337 1,171 7,112 10,836

Total segment net operating income.......... $42,800 $33,095 $30,699 $24,087

Segment Net Operating Income

Reconciliation
Total segment net operating income $42,800 $33,095 $30,699 $24,087
Net inferest iNCOME ...ovcvcrrrrrrrraerenns 126,995 26,871 3,807 9,569
Provision for 10an 10sses.......ccvrvennecivnnnerrnnennenns (28,117) (11,861) (8,423) (6,403)
Unallocated (loss) gain on sale of
MOTTZAZE 08NS ...voeeicirricrieireirvsesssrsesssssnrssirass -— — (8,518) 23,994
Elimination of gain on sale...........ccccocrncerenenes (70,361) (50,604) — —
Unallocated shared general and administrative

EXPETISES..c..cvvreerereenrennrenenesneresenonsenssens eererenens (27,107) (7,745) (16,417) (15,406)
Residual 10SSES ...o.ovecernrenriereer e enneseas — (7,301}  (108,445)
Impairment 0f BSSELS .........ervveseersmrreeemerererreneenes — — (44,963) ~
Total consolidated income (loss) before taxes..... $44,210 $(10,244) 8(51,116)  $(72,604)

The Company includes all costs to service mortgage loans within the servicing segment.

n

{24} Regulatory Requirements

The Company and its wholly-owned subsidiaries are subject to a number of minimum net
worth requirements resulting from contractual agreements with secondary market investors and
state-imposed regulatory mandates. The most stringent net worth requirement imposed upon the
Company is imposed by the Government National Mortgage Association (“GNMA”) in
connection with loans serviced by the Company on behalf of GNMA. The table below
summarizes the GNMA net worth requirements as of December 31, 2002 and 2001, respectively.

F-40




2002 2001
($ in thousands)

GNMA Net Worth ReqUirement..............ccoocrvovcccrrrrscnen $452 $470
Adjusted Net Worth, as defined under contractual
agreements with GNMA $247,162 $235,096

EXCess Net WOrth .....ooovvvveriiinicceii et $246,710 $234,626
In the event the Company becomes in default of these minimum net worth requirements,
GNMA maintains the contractual right to suspend or terminate the Company’s status as a
servicer, which could have a significant adverse impact to the Company’s operations.

{25) Subsequent Event

On March 6, 2003, the Company closed a $750 million asset backed securitization.
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Supplementary Data

Summary of Selected Quarterly Results (unaudited)

SCI Services, Inc.

Saxon Capital, Inc. (1) (Predecessar)
2002 2001
Dec. 31 Sept. 30 June30 March31 Dec. 31 Sept. 30 June 30 March 31
($ in thousands)
Net interest income............... $38,047 $34,480 $30,161 $24307 $ 17,787 $ 9,434 $ $
2,090 1,367
Provision for loan losses....... (6,912)  (6,124) (7,987) (7,094) (6,431) (6,108) (2,993) 4,752)
Net interest income after
provision for loan losses..... 31,135 28,356 22,174 17,213 11,356 3,326 (903) (3,385)
Net income (1088)......covveennne 11,811 8,524 5,057 1,985 (1,348) (6,910) | (37,692) 10,156
Basic earnings per common {
share (2)....ccccoevuvrenivcrnenanns $ 042 $ 030 $ 0.18 $ 007 $ (05 8% (025 |8% (134) 3 0.36
Diluted earnings per
common share (2)............... $ 041 $ 029 §$ 017 $ 007 § (05 $ (025 % (134) & 036
) Saxon Capital, Inc. acquired all of the issued and outstanding capital stock of SCI Services, Inc. from Dominion Capital
on July 6, 2001.
) Earnings per common share for the periods prior to July 6, 2001 was calculated based upon the assumption that the

shares issued as of July 6, 2001 were outstanding for all periods presented.
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Number

3.1
32
4.1
42

10.1
10.2
10.3
104
10.5
10.6

10.7

10.8

10.9
10.10
10.11
10.12
10.13
10.14
10.15
10.16
10.17

10.18
10.19

10.20

Exhibit Index

Description

Amended and Restated Certificate of Incorporation of Saxon Capital, Inc.”

Amended and Restated Bylaws of Saxon Capital, Inc.

Form of Common Stock Certificate!”

Certain instruments defining the rights of the holders of long-term debt of the Company and
certain of its subsidiaries, none of which authorize a total amount of indebtedness in excess
of 10% of the total assets of the Company and its subsidiaries on a consolidated basis, have
not been filed as Exhibits. The Company hereby agrees to furnish a copy of any of these
agreements to the SEC upon request.

Voting Agreement by and between Saxon Capital Acquisition Corporation and Friedman,
Billings, Ramsey & Co., Inc. dated July 6, 2001

Form of Saxon Capital, Inc 2001 Stock Incentive Plan”

Form of Employment Agreement of Michael L. Sawyer, dated June 7, 200 10

Form of Employment Agreement of Dennis G. Stowe, dated June 7, 2001(')

Form of Employment Agreement of Robert G. Partlow, dated June 7, 2001%

Purchase Agreement by and between Saxon Capnal Acquisition Corp. and Friedman,
Billings, Ramsey & Co., Inc. dated June 29, 2001"

Stock Purchase Agreement by and among Dominion Capital, Inc., Saxon Acquisition Corp.,
and SCI Services, Inc. dated June 7, 2001

First Amendment to the Stock Purchase Agreement dated June 7, 2001 by and among
Domggion Capital, Inc., Saxon Acquisition Corp., and SCI Services, Inc. dated June 29,
2001

Residual Assignment and Services Agreement, by and among Saxon Acquisition Corp., SCI
Services, Inc., Saxon Mortgage, Inc., Meritech Mortgage Services, Inc., and Dominion
Capital, Inc. dated June 7, 20010

Registration Rights Agreement by and between Saxon Capital Acquisition Corp. and
Friedman, Billings, Ramsey & Co., Inc. dated July 6, 2001

FBR Warrant Agreement by and between Saxon Capital Acquisition Corp. and Friedman,
Billings, Ramsey & Co., Inc. dated July 6, 2001V

Promissory Note dated July 6, 2001 in the principal amount of $25,000,000 payable to
Dominion Capital, Inc. m

Form of Option Grant to Edward G. Harshfield dated July 6, 2001

Form of Option Grant to Richard A. Kraemer dated July 6, 2001"

Form of Option Grant to David Wesselink dated July 12, 2001%

Deed of Lease between Innslake, L.P. and Resource Mortgage Capital, Inc., dated
September 15, 1994, as amended"

Lease Agreement by and between Reliance Insurance Company and Meritech Mortgage
Services, Inc. dated August 15, 1996, as amended”

Form( lc)uf Saxon Capital, Inc. 2001 Employee Stock Purchase Plan, as amended January 7,
2002

Form of Option Grant to Thomas J. Wageman dated October 9, 2001

Pooling and Servicing Agreement, dated.as of September 1, 2001, among Saxon Asset
Securities Company, as depositor, Saxon Mortgage, Inc., as master servicer, Meritech
Mortgage Services, Inc., as servicer and Bankers Trust Company, as trustee. (Incorporated
herein by reference to Saxon Asset Securities Company’s Current Report on Form 8-X dated
September 27, 2001). @

Pooling and Servicing Agreement, dated as of March 1, 2002, among Saxon Asset Services
Company, as depositor, Saxon Mortgage, Inc., as master servicer, Meritech Mortgage
Services, Inc., as servicer and Bankers Trust Company, as trustee. (Incorporated herein by
reference tczz)Saxon Asset Securities Company’s Current Report on Form 8-K dated March
14,2002).




Form of Employment Agreement of Bradley D. Adams, dated June 16, 2002

Pooling and Servicing Agreement, dated as of July 1, 2002, among Saxon Asset Services
Company, as depositor, Saxon Mortgage, Inc., as master servicer, Saxon Mortgage Services,
Inc., as servicer and Deutsche Bank Trust Company Americas, as trustee. (Incorporated
herein by reference to Saxon Asset Securities Company’s Current Report on Form 8-K/A
dated July 10, 2002).®

List of subsidiaries of Saxon Capital, Inc.

Consent of Deloitte & Touche LLP

Power of Attorney (included on signature page)

Chief Executive Officer Certification

Principal Financial Officer Certification

Incorporated by reference from our Registration Statement on Form S-1, Registration Statement 333-71052, as
amended, declared effective by the Securities and Exchange Commission on January 15, 2002.

Incorporated by reference from our March 31, 2002 Form 10-Q, filed with the Securities and Exchange Commission on
May 15, 2002.

Incorporated by reference from our September 30, 2002 Form 10-Q filed with the Securities and Exchange
Commission on November 14, 2002.




Saxon has filed an Annual Report on Form 10K for 2002 with the Securities and Exchange
Commission, which includes the complete financial statements of Saxon. Copies of the Annual
Report on Form 10-K can be obtained by contacting Saxon’s Investor Relations department at

Robertsb@saxonmtg.com or (804) 967-7879.
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Saxon Capital Inc.

Saxon Capital, Inc.

4860 Cox Road

Suite 300

Glen Allen, Virginia 23060

www.SaxonCapitallnc.com !
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